SIXTH  IN  A  SERIES  OF  SUBCOMMITTEE  HEARINGS 
ON  PROTECTING  AND  STRENGTHENING 
SOCIAL  SECURITY 


HEARING 

BEFORE  THE 

SUBCOMMITTEE  ON  SOCIAL  SECURITY 

OF  THE 

COMMITTEE  ON  WAYS  AND  MEANS 
U.S.  HOUSE  OF  REPRESENTATIVES 

ONE  HUNDRED  NINTH  CONGRESS 

FIRST  SESSION 
JUNE  16,  2005 

Serial  No.  109-24 

Printed  for  the  use  of  the  Committee  on  Ways  and  Means 


U.S.  GOVERNMENT  PRINTING  OFFICE 
23-925  WASHINGTON  :  2005 


For  sale  by  the  Superintendent  of  Documents,  U.S.  Government  Printing  Office 
Internet:  bookstore.gpo.gov    Phone:  toll  free  (866)  512-1800;  DC  area  (202)  512-1800 
Fax:  (202)  512-2250   Mail:  Stop  SSOP,  Washington,  DC  20402-0001 


COMMITTEE  ON  WAYS  AND  MEANS 

BILL  THOMAS,  California,  Chairman 


E.  CLAY  SHAW,  JR.,  Florida 
NANCY  L.  JOHNSON,  Connecticut 
WALLY  HERGER,  California 
JIM  MCCRERY,  Louisiana 
DAVE  CAMP,  Michigan 
JIM  RAMSTAD,  Minnesota 
JIM  NUSSLE,  Iowa 
SAM  JOHNSON,  Texas 
PHIL  ENGLISH,  Pennsylvania 
J.D.  HAYWORTH,  Arizona 
JERRY  WELLER,  Illinois 
KENNY  C.  HULSHOF,  Missouri 
RON  LEWIS,  Kentucky 
MARK  FOLEY,  Florida 
KEVIN  BRADY,  Texas 
PAUL  RYAN,  Wisconsin 
ERIC  CANTOR,  Virginia 
JOHN  LINDER,  Georgia 
BOB  BEAUPREZ,  Colorado 
MELISSA  A.  HART,  Pennsylvania 
CHRIS  CHOCOLA,  Indiana 
DEVIN  NUNES,  California 


CHARLES  B.  RANGEL,  New  York 
FORTNEY  PETE  STARK,  California 
SANDER  M.  LEVIN,  Michigan 
BENJAMIN  L.  CARDIN,  Maryland 
JIM  MCDERMOTT,  Washington 
JOHN  LEWIS,  Georgia 
RICHARD  E.  NEAL,  Massachusetts 
MICHAEL  R.  MCNULTY,  New  York 
WILLIAM  J.  JEFFERSON,  Louisiana 
JOHN  S.  TANNER,  Tennessee 
XAVIER  BECERRA,  California 
LLOYD  DOGGETT,  Texas 
EARL  POMEROY,  North  Dakota 
STEPHANIE  TUBBS  JONES,  Ohio 
MIKE  THOMPSON,  California 
JOHN  B.  LARSON,  Connecticut 
RAHM  EMANUEL,  Illinois 


SUBCOMMITTEE  ON  SOCIAL  SECURITY 

JIM  MCCRERY,  Louisiana,  Chairman 


E.  CLAY  SHAW,  JR.,  Florida 
SAM  JOHNSON,  Texas 
J.D.  HAYWORTH,  Arizona 
KENNY  C.  HULSHOF,  Missouri 
RON  LEWIS,  Kentucky 
KEVIN  BRADY,  Texas 
PAUL  RYAN,  Wisconsin 


SANDER  M.  LEVIN,  Michigan 
EARL  POMEROY,  North  Dakota 
XAVIER  BECERRA,  California 
STEPHANIE  TUBBS  JONES,  Ohio 
RICHARD  E.  NEAL,  Massachusetts 


Allison  H.  Giles,  Chief  of  Staff 
Janice  Mays,  Minority  Chief  Counsel 


Pursuant  to  clause  2(e)(4)  of  Rule  XI  of  the  Rules  of  the  House,  public  hearing  records 
of  the  Committee  on  Ways  and  Means  are  also  published  in  electronic  form.  The  printed 
hearing  record  remains  the  official  version.  Because  electronic  submissions  are  used  to 
prepare  both  printed  and  electronic  versions  of  the  hearing  record,  the  process  of  converting 
between  various  electronic  formats  may  introduce  unintentional  errors  or  omissions.  Such  occur- 
rences are  inherent  in  the  current  publication  process  and  should  diminish  as  the  process 
is  further  refined. 


ii 


CMS  Library 
C2-07-13 

7500  Security  Blvd. 
Baltimore,  Mary  tend  21244 


CONTENTS 


Page 


Advisory  of  June  9,  2005  announcing  the  hearing    2 

WITNESSES 

U.S.  government  Accountability  Office,  Barbara  D.  Bovbjerg,  Director,  Edu- 
cation, Work  force,  and  Income  Security    5 

The  World  Bank,  Estelle  James    16 


Cato  Institute's  Project  on  Global  Economic  Liberty,  Ian  Vasquez    46 

Center  for  Economic  Policy  Research,  Dean  Baker    60 

Organisation    for    Economic    Co-operation    and    Development,  Edward 

Whitehouse    20 

Thomas  A.  Roe  Institute  for  Economic  Policy  Studies,  David  C.  John    66 

TOR  Financial  Consulting,  Limited,  David  O.  Harris    53 

Watson  Wyatt  Worldwide,  Julia  Lynn  Coronado   38 

SUBMISSIONS  FOR  THE  RECORD 

Daniels,  Margaret,  Hurst-Euless-Bedford  School  District,  Hurst,  TX,  state- 
ment   105 

Fransen,  Marilyn,  Rapid  City,  SD,  statement    105 

Gathro,  Ronald  J.,  Springfield,  MA,  statement   107 

Hahn,  Bruce,  American  Homeowners  Grassroots  Alliance,  Arlington,  VA, 

statement    108 

[Pending.!   


iii 


SIXTH  IN  A  SERIES  OF  SUBCOMMITTEE 
HEARINGS  ON  PROTECTING  AND 
STRENGTHENING  SOCIAL  SECURITY 


THURSDAY,  JUNE  16,  2005 

U.S.  House  of  Representatives, 
Committee  on  Ways  and  Means, 
Subcommittee  on  Social  Security, 

Washington,  DC. 

The  Subcommittee  met,  pursuant  to  notice,  at  10:00  a.m.,  in 
room  B-318,  Rayburn  House  Office  Building,  Hon.  Jim  McCrery 
(Chairman  of  the  Subcommittee)  presiding. 

[The  advisory  announcing  the  hearing  follows:] 
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ADVISORY 

FROM  THE  COMMITTEE  ON  WAYS  AND  MEANS 


SUBCOMMITTEE  ON  SOCIAL  SECURITY 


FOR  IMMEDIATE  RELEASE  CONTACT:  (202)  225-9263 

June  9,  2005 
No.  SS-6 

McCrery  Announces  Sixth  in  a  Series  of 
Subcommittee  Hearings  on  Protecting  and 
Strengthening  Social  Security 

Congressman  Jim  McCrery  (R-LA),  Chairman,  Subcommittee  on  Social  Security 
of  the  Committee  on  Ways  and  Means,  today  announced  that  the  Subcommittee  will 
hold  the  sixth  in  a  series  of  Subcommittee  hearings  on  protecting  and  strengthening 
Social  Security  to  hear  the  views  of  Members  of  the  House.  The  hearing  will  take 
place  on  Thursday,  June  16,  2005,  in  room  B-318  Rayburn  House  Office 
Building,  beginning  at  10:00  a.m.  or  immediately  following  the  conclusion 
of  the  full  Committee  hearing. 

In  view  of  the  limited  time  available  to  hear  witnesses,  oral  testimony  at  this 
hearing  will  be  from  invited  witnesses  only.  However,  any  individual  or  organization 
not  scheduled  for  an  oral  appearance  may  submit  a  written  statement  for  consider- 
ation by  the  Subcommittee  and  for  inclusion  in  the  printed  record  of  the  hearing. 

BACKGROUND: 

The  United  States  is  not  alone  in  facing  the  challenges  of  providing  retirement 
security  for  an  aging  population.  The  world  is  undergoing  a  demographic  trans- 
formation. By  2050,  the  number  of  individuals  aged  60  years  and  over  will  increase 
from  600  million  to  almost  2  billion,  according  to  findings  by  the  United  Nations 
Second  World  Assembly  on  Aging.  As  a  result,  the  proportion  of  people  aged  60 
years  and  over  is  expected  to  double  from  10  percent  to  21  percent. 

Many  countries  have  already  addressed  the  financial  pressures  that  an  aging  pop- 
ulation places  on  their  social  security  programs,  by  reducing  growth  of  traditional 
"pay-as-you-go"  benefits,  increasing  tax  revenues  and  creating  personal  accounts  to 
help  pre-fund  future  benefits.  Policymakers  in  the  United  States  can  learn  from  the 
experiences  of  other  countries  by  examining  the  effects  of  their  choices  on  bene- 
ficiaries, public  pension  financing  and  their  economies.  While  these  choices  are  a  re- 
flection of  a  country's  culture,  values  and  previously  existing  social  insurance  sys- 
tem, they  also  provide  a  broad  array  of  tested  options  for  consideration. 

In  announcing  the  hearing,  Chairman  McCrery  stated,  "Many  other  nations  face 
similar  or  even  worse  challenges,  compared  with  the  United  States,  in  providing  re- 
tirement security  for  seniors.  Often  these  nations  have  updated  their  retirement  sys- 
tems by  adding  personal  accounts  to  their  programs,  as  well  as  modifying  the  ben- 
efit structure  and  taxes.  As  we  examine  options  for  strengthening  Social  Security 
for  Americans,  we  can  learn  from  what  did  or  did  not  work  well  in  other  countries." 

FOCUS  OF  THE  HEARING: 

The  Subcommittee  will  examine  the  experiences  of  other  countries  in  reforming 
their  social  security  systems,  including  the  effect  of  their  choices  in  modifying  tradi- 
tional benefits  and  designing  personal  accounts  on  individual's  benefits,  social  secu- 
rity financing,  and  the  countries'  economies. 


DETAILS  FOR  SUBMISSION  OF  WRITTEN  COMMENTS: 


Please  Note:  Any  person(s)  and/or  organization(s)  wishing  to  submit  for  the  hear- 
ing record  must  follow  the  appropriate  link  on  the  hearing  page  of  the  Committee 
website  and  complete  the  informational  forms.  From  the  Committee  homepage, 
http://waysandmeans.house.gov,  select  "109th  Congress"  from  the  menu  entitled, 
"Hearing  Archives"  (http://waysandmeans. house.gov/Hearings. asp?congress=17).  Se- 
lect the  hearing  for  which  you  would  like  to  submit,  and  click  on  the  link  entitled, 
"Click  here  to  provide  a  submission  for  the  record."  Once  you  have  followed  the  on- 
line instructions,  completing  all  informational  forms  and  clicking  "submit"  on  the 
final  page,  an  email  will  be  sent  to  the  address  which  you  supply  confirming  your 
interest  in  providing  a  submission  for  the  record.  You  MUST  REPLY  to  the  email 
and  ATTACH  your  submission  as  a  Word  or  WordPerfect  document,  in  compliance 
with  the  formatting  requirements  listed  below,  by  close  of  business  Thursday,  June 
30,  2005.  Finally,  please  note  that  due  to  the  change  in  House  mail  policy,  the  U.S. 
Capitol  Police  will  refuse  sealed-package  deliveries  to  all  House  Office  Buildings. 
For  questions,  or  if  you  encounter  technical  problems,  please  call  (202)  225-1721. 

FORMATTING  REQUIREMENTS: 

The  Committee  relies  on  electronic  submissions  for  printing  the  official  hearing  record.  As  al- 
ways, submissions  will  be  included  in  the  record  according  to  the  discretion  of  the  Committee. 
The  Committee  will  not  alter  the  content  of  your  submission,  but  we  reserve  the  right  to  format 
it  according  to  our  guidelines.  Any  submission  provided  to  the  Committee  by  a  witness,  any  sup- 
plementary materials  submitted  for  the  printed  record,  and  any  written  comments  in  response 
to  a  request  for  written  comments  must  conform  to  the  guidelines  listed  below.  Any  submission 
or  supplementary  item  not  in  compliance  with  these  guidelines  will  not  be  printed,  but  will  be 
maintained  in  the  Committee  files  for  review  and  use  by  the  Committee. 

1.  All  submissions  and  supplementary  materials  must  be  provided  in  Word  or  WordPerfect 
format  and  MUST  NOT  exceed  a  total  of  10  pages,  including  attachments.  Witnesses  and  sub- 
mitters are  advised  that  the  Committee  relies  on  electronic  submissions  for  printing  the  official 
hearing  record. 

2.  Copies  of  whole  documents  submitted  as  exhibit  material  will  not  be  accepted  for  printing. 
Instead,  exhibit  material  should  be  referenced  and  quoted  or  paraphrased.  All  exhibit  material 
not  meeting  these  specifications  will  be  maintained  in  the  Committee  files  for  review  and  use 
by  the  Committee. 

3.  All  submissions  must  include  a  list  of  all  clients,  persons,  and/or  organizations 
on  whose  behalf  the  witness  appears.  A  supplemental  sheet  must  accompany  each 
submission  listing  the  name,  company,  address,  telephone  and  fax  numbers  of  each 
witness. 

Note:  All  Committee  advisories  and  news  releases  are  available  on  the  World 
Wide  Web  at  http:llwaysandmeans.house.gov. 

The  Committee  seeks  to  make  its  facilities  accessible  to  persons  with  disabilities. 
If  you  are  in  need  of  special  accommodations,  please  call  202-225-1721  or  202-226- 
3411  TTD/TTY  in  advance  of  the  event  (four  business  days  notice  is  requested). 
Questions  with  regard  to  special  accommodation  needs  in  general  (including  avail- 
ability of  Committee  materials  in  alternative  formats)  may  be  directed  to  the  Com- 
mittee as  noted  above. 


Chairman  MCCRERY.  The  hearing  will  come  to  order.  Good 
morning,  everyone.  Welcome  to  our  sixth  Subcommittee  hearing  on 
protecting  and  strengthening  Social  Security.  Today  we  will  hear 
about  changes  that  other  countries  have  made  to  their  Social  Secu- 
rity promise  as  they,  like  us,  cope  with  how  both  to  ensure  the  re- 
tirement security  of  an  aging  population.  Oliver  Wendell  Holmes, 
Sr.,  a  physician  and  father  of  the  great  jurist,  said,  quote,  "Knowl- 
edge and  temper  shouldn't  be  much  used  until  they  are  seasoned." 
During  our  hearing  this  morning  we  will  have  the  benefit  of  sea- 
soned knowledge  from  around  the  world  as  we  will  hear  from  Aus- 
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tralia,  Chile,  Sweden,  the  United  Kingdom,  and  others  with  experi- 
ence in  making  significance  reforms  to  their  Social  Security  sys- 
tems. Each  nation's  decisions  are  a  reflection  of  their  culture,  val- 
ues, and  previously  existing  social  insurance  programs,  and  while 
the  countries  we  will  examine  today  have  different  economies  and 
governmental  structures  from  those  of  the  United  States,  they  face 
similar  demographic  changes.  This  gives  us  the  opportunity  to 
learn  from  their  experiences  what  went  well  and  what  could  be  im- 
proved. 

All  countries,  like  the  United  States,  first  had  to  decide  whether 
or  not  to  act  in  advance  of  a  demographic  crush  that  would  eventu- 
ally lead  to  a  funding  crisis  in  their  Social  Security  program.  They 
then  faced  the  same  basic  choices  we  are  now  considering  on  how 
best  to  strengthen  their  Social  Security  programs,  reduce  promised 
benefits,  increase  taxes,  or  increase  rates  of  return  by  prefunding 
future  benefits.  As  we  will  hear  today,  dozens  of  countries  decided 
to  prefund  benefits  through  personal  accounts.  They  have  taken  a 
broad  range  of  approaches  in  designing  and  financing  the  personal 
accounts,  which  gives  U.S.  policy  makers  a  wealth  of  tested  options 
from  which  to  learn.  We  will  also  hear  about  the  modifications 
other  countries  have  made  in  the  benefits  and  financing  of  their 
traditional  denned  benefit  programs,  and  how  the  combination  of 
all  their  choices  have  affected  individual  beneficiaries  as  well  as 
their  countries'  economies.  I  welcome  our  distinguished  panel,  some 
of  whom  have  traveled  great  distances  to  appear  before  us  today, 
and  I  look  forward  to  hearing  their  views.  Now,  I  would  like  to  ask 
the  Ranking  Member  of  the  Subcommittee,  Mr.  Levin,  for  his  com- 
ments. 

Mr.  LEVIN.  Thank  you  very  much,  and  we  do  have  an  impres- 
sive array,  and  I  look  forward  to  the  testimony.  It  is  very  true  the 
United  States  is  not  alone  in  having  dealt  with  this  problem  and 
we  need  the  experience  of  other  nations.  I  hope  as  we  do  that  we 
will  also  continue  to  look  at  the  experience  of  our  Nation.  I  think 
there  is  much  to  learn  from  how  we  have  handled  Social  Security, 
and  it  is  my  judgment  that  our  experience  has  shown  that  the  So- 
cial Security  system  has  worked  very  well  and  should  not  be  re- 
placed. As  I  look  at  the  experience  of  other  countries,  I  think  that 
it  does  raise  questions  of  risk,  of  cost,  also  of  reduction  in  benefits. 
So,  we  are  anxious  to  hear  what  you  have  to  say  and  draw  upon 
the  experience  of  other  countries.  Remembering  the  benefits  that 
have  accrued  to  our  Nation,  I  hope  we  don't  get  lost  in  terms.  As 
the  Chairman  knows,  I  think  "prefunding"  is  now  the  word  that  is 
used  instead  of  privatization,  and  we  are  very  strong  in  our  belief 
that  privatization  would  be  a  serious  mistake.  So,  let's  get  on.  We 
have  one,  two,  three,  four,  five,  six,  seven,  eight.  You  exceed  the 
record  for  the  size  of  the  panel,  and  this  is  going  to  be  a  busy  day 
here  on  the  floor.  So,  our  colleagues  may  move  in  and  out  as  they 
have  other  obligations,  but  we  look  forward  to  your  testimony  and 
I  am  sure  there  will  be  some  serious  questions.  Thank  you. 

Chairman  MCCRERY.  Thank  you,  Mr.  Levin.  I  do  want  to  point 
out  though  that  the  two  terms  are  not  synonymous.  "Privatization" 
and  "prefunding"  are  not  synonymous,  and  I  think  we  will  hear 
today  that  some  countries  have  a  blend  of  what  you  might  term 
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privatization  and  a  guaranteed  benefit  structure.  So,  I  think  we 
should  wait  and  listen  and  try  to  learn  from  their  experiences. 
Mr.  LEVIN.  All  for  it. 

Chairman  MCCRERY.  Not  trying  to  characterize  what  we  or 
anyone  else  is  trying  to  do.  With  that  we  will  begin  this  morning's 
hearing.  Our  first  witness  is  a  familiar  witness  before  the  Com- 
mittee on  Ways  and  Means,  Barbara  Bovbjerg.  Ms.  Bovbjerg  is  a 
respected  member  of  the  bureaucracy  here  in  our  Nation's  Capitol. 
Believe  it  or  not,  there  are  those,  and  she  is  certainly  one.  She  is 
the  Director  of  Education,  Work  force,  and  Income  Security  for  the 
U.S.  government  Accountability  Office  (GAO).  Then  we  have  Dr. 
Estelle  James,  Consultant  and  former  Lead  Economist  at  the 
World  Bank;  Edward  Whitehouse,  who  is  the  Administrator,  Social 
Policy  Division,  Organisation  for  Economic  Co-operation  and  Devel- 
opment (OECD)  in  Paris,  France;  Julia  Coronado,  Senior  Analyst 
with  Watson  Wyatt  Worldwide;  and  Ian  Vasquez,  Director  of  the 
Cato  Institute's  Project  on  Global  Economic  Liberty;  David  Harris, 
Managing  Director,  TOR  Financial  Consulting  Ltd.,  Suffolk,  United 
Kingdom  (UK);  Dean  Baker,  Co-Director  of  the  Center  for  Eco- 
nomic and  Policy  Research;  David  John,  Research  Fellow  at  the 
Heritage  Foundation. 

We  are  very  pleased  to  have  all  of  you  with  us  this  morning,  and 
you  have  all  submitted  written  testimony  which  will  be  included  in 
its  entirety  in  the  record,  and  this  morning  we  would  ask  that  you 
summarize  your  written  testimony  in  about  5  minutes.  For  those 
of  you  who  may  not  be  familiar  with  the  process,  there  is  a  little 
machine  on  the  front  of  your  table  and  it  is  has  got  lights  on  it. 
The  green  light  stays  on  about  4  minutes,  then  an  amber  light 
comes  on,  which  will  be  on  for  about  1  minute;  4  plus  1  is  5.  When 
the  red  light  comes  on  that  means  your  time  is  basically  up,  al- 
though I  will  certainly  allow  you  a  few  extra  moments  if  you  are 
not  finished  rounding  up  your  testimony.  So,  that  is  the  procedure. 
Then,  after  each  of  you  has  testified,  Members  of  the  panel  will  ask 
questions  that  we  would  ask  you  to  respond  to.  So,  Ms.  Bovbjerg, 
if  you  will  begin. 

STATEMENT  OF  BARBARA  D.  BOVBJERG,  DIRECTOR  OF  EDU- 
CATION, WORKFORCE,  AND  INCOME  SECURITY,  U.S.  GOV- 
ERNMENT ACCOUNTABILITY  OFFICE 

Ms.  BOVBJERG.  Thank  you  very  much,  Mr.  Chairman,  and 
thank  you  for  the  kind  words.  I  am  really  pleased  that  you  have 
invited  me  here  again  today  to  discuss  other  countries'  experiences 
with  public  pension  reform.  Many  countries,  including  the  United 
States,  are  grappling  with  demographic  change  and  its  effect  on 
their  national  pension  systems  and  on  their  economies.  Some  na- 
tions have  already  undertaken  pension  reform,  we  may  draw  les- 
sons from  their  experiences  for  the  United  States.  Today  I  will 
present  the  preliminary  results  of  our  ongoing  study  for  this  Sub- 
committee of  other  nations'  pension  reforms.  Our  work  examines 
the  30  member  countries  of  the  OECD  plus  Chile,  the  Nation  that 
pioneered  the  use  of  individual  accounts.  I  have  organized  my  re- 
marks around  potential  lessons  from  three  general  types  of  public 
pension  reform  approaches:  first,  adjustments  within  existing  pay- 
as-you-go  (PAYGO)  systems;  second,  the  creation  of  dedicated  re- 
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serves  for  advanced  funding;  and  third,  reforms  involving  the  cre- 
ation of  individual  accounts. 

First,  lessons  from  changes  to  an  existing  system.  Nearly  all 
countries  we  studied  have  reduced  benefits  in  their  PAYGO  sys- 
tems as  part  of  their  reforms,  and  most  have  also  raised  contribu- 
tions. Benefit  reductions  ranged  from  formula  changes  to  reduced 
cost-of-living  increases  after  retirement  to  creating  a  closer  link  be- 
tween benefits  and  the  contributions  financing  them.  Contribution 
increases  ranged  from  increasing  contribution  rates,  to  broadening 
the  base  on  which  contributions  are  levied,  to  increasing  the  num- 
ber of  years  workers  contribute.  These  changes  were  made  to  help 
ensure  the  financial  stability  of  the  existing  system.  At  the  same 
time,  these  countries  took  measures  to  ensure  minimum  retirement 
incomes.  Most  achieved  this  by  providing  a  targeted  means  tested 
benefit.  At  least  seven  provided  what  they  termed  a  basic  retire- 
ment benefit  of  either  a  given  amount  per  month  or  a  minimum 
amount  per  year  of  contribution  instead.  Countries  taking  this  ap- 
proach were  striving  to  achieve  a  careful  balance  between  assuring 
benefit  adequacy  and  maintaining  incentives  to  work  and  save. 
Some  like  the  UK  retain  such  incentives  by  adopting  so-called  sav- 
ings credits  that  allow  retirees  near  the  minimum  pension  level  to 
retain  a  portion  of  any  additional  income  they  might  earn. 

Let  me  turn  now  to  countries'  use  of  pension  reserve  funds. 
Eighteen  of  the  countries  accumulate  reserve  funds,  and  one  clear 
lesson  is  that  early  action  matters.  Establishing  reserve  funds  well 
before  they  will  be  needed  makes  it  substantially  more  likely  that 
assets  will  accumulate  in  time  to  do  some  good.  Also,  somewhat  ob- 
viously, walling  off  these  assets  solely  for  the  purpose  of  financing 
retirement  programs  makes  a  difference.  Succumbing  to  temptation 
to  spend  such  reserves  to  fund  other  public  priorities  undermines 
their  original  purpose. 

Finally,  lessons  regarding  individual  accounts.  Eleven  of  the 
countries  we  examined  restructured  their  pensions  to  incorporate 
some  form  of  individual  accounts.  A  major  challenge  for  such  ac- 
counts was  how  to  pay  for  them.  All  countries  creating  individual 
accounts  also  made  changes  to  their  PAYGO  systems  to  help  re- 
duce transition  costs  and  to  use  budget  surpluses  as  well.  The 
countries  that  allow  workers  to  opt  in  and  out  of  the  accounts  had 
difficulty  estimating  costs  and  had  to  make  additional  changes  to 
both  the  accounts  and  the  PAYGO  programs  to  compensate.  One 
lesson  here  involves  the  tradeoff  between  allowing  workers  to  maxi- 
mize returns  and  ensuring  benefit  adequacy.  Some  countries  ad- 
dress this  issue  by  setting  a  guaranteed  rate  of  return.  Although 
this  approach  has  assured  a  level  of  income  adequacy,  it  also  re- 
sulted in  limited  investment  diversification  which  then  brings  re- 
turns below  levels  they  might  have  otherwise  achieved.  All  coun- 
tries that  adopted  individual  accounts  also  provide  some  sort  of 
minimum  benefit  guarantee,  but  the  guarantee  itself  can  provide 
an  incentive  for  risky  investment  decisions  and  a  disincentive  for 
voluntary  contributions.  The  experience  of  other  nations  with  indi- 
vidual accounts  also  suggests  the  importance  of  effective  regula- 
tion. Some  countries  learned  the  hard  way  that  regulating  individ- 
uals' investment  options  was  an  important  aspect  of  a  program  of 
accounts.  Similarly,  controlling  fees  and  other  administrative  costs 
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that  can  erode  account  returns  can  help  ensure  the  viability  of  such 
a  system. 

In  conclusion,  the  countries  we  studied  adopted  different  ap- 
proaches that  varied  with  the  characteristics  of  their  existing  pen- 
sion systems  and  with  their  economic  and  political  conditions.  Re- 
forms adopted  in  one  country  are  thus  not  easily  replicated  in  an- 
other or,  if  replicated,  don't  necessarily  lead  to  the  same  outcomes. 
Nonetheless,  it  is  clear  that  effective  reform  requires  cutting  bene- 
fits, raising  revenues,  or  both,  and  doing  so  well  before  the  antici- 
pated demographic  changes  take  place.  No  matter  what  type  of  re- 
form is  undertaken,  the  sustainability  of  the  pension  system  will 
depend  on  the  health  of  the  national  economy.  Reforms  that  offer 
incentives  to  postpone  retirement,  encourage  employment  and  sav- 
ings, and  promote  growth  are  most  likely  to  produce  an  adequate 
and  functionally  sound  system  of  retirement  income  over  the  long- 
term.  That  concludes  my  statement.  I  await  your  questions. 

[The  prepared  statement  of  Ms.  Bovbjerg  follows:] 

Statement  of  Barbara  D.  Bovbjerg,  Director.  Education,  Workforce,  and 
Income  Security,  U.S.  Government  Accountability  Office 

SOCIAL  SECURITY  REFORM 

Preliminary  Lessons  from  Other  Countries'  Experiences 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  am  pleased  to  be  here  today  to  discuss  our  preliminary  findings  concerning  other 
countries'  experiences  with  national  pension  reform.  Many  countries,  including  the 
United  States,  are  grappling  with  demographic  change  and  its  effect  on  their  na- 
tional pension  systems.  With  rising  longevity  and  declining  birth  rates,  the  number 
of  workers  for  each  retiree  is  falling  in  most  developed  countries.  A  rising  depend- 
ency ratio  is  straining  the  finances  of  national  pension  programs,  particularly  pro- 
grams in  which  contributions  from  current  workers  fund  payments  to  current  bene- 
ficiaries— a  form  of  financing  known  as  "pay-as-you-go"  (PAYG).  Demographic  and 
economic  challenges  are  less  severe  in  the  U.S.  than  in  many  other  developed  coun- 
tries— the  birth  rate  is  not  as  low,  a  greater  number  of  older  people  stay  in  the  labor 
force,  and  immigration  continues  to  provide  young  workers.  Yet  projections  show 
that  the  Social  Security  program  faces  a  long-term  financing  problem.  Because  some 
countries  have  already  undertaken  national  pension  reform  efforts  to  address  demo- 
graphic changes  similar  to  those  occurring  in  the  U.S.,  we  may  draw  lessons  from 
their  experiences.  It  is  important  to  remember,  however,  that  reforms  in  one  country 
may  not  be  easily  replicated  in  another  or  may  not  lead  to  the  same  outcome. 

We  are  in  the  process  of  preparing  a  report  covering  the  experiences  of  countries 
that  may  be  applicable  to  our  own  debate  over  reforms  to  the  U.S.  Social  Security 
program — the  30  members  of  the  Organisation  for  Economic  Co-operation  and  De- 
velopment (OECD)  plus  Chile,  the  nation  that  pioneered  the  use  of  individual  ac- 
counts.1 My  remarks  today  are  based  on  an  ongoing  study  and  our  observations  are 
preliminary.  We  are  focusing  on  (1)  adjustments  to  existing  PAYG  national  pension 
programs,  (2)  the  creation  of  national  pension  reserve  funds  to  help  finance  PAYG 
pension  programs,  and  (3)  reforms  involving  the  creation  of  individual  accounts. 

To  date  our  study  has  included  interviews  with,  and  analysis  of  materials  pro- 
vided by,  officials  and  interest  group  representatives  in  Washington,  D.C.,  Paris, 
and  London.  We  met  with  pension  experts  and  country  specialists  at  the  OECD  as 
well  as  French  and  British  experts,  officials,  and  interest  group  representatives.  We 
conducted  our  review  in  accordance  with  generally  accepted  government  auditing 
standards. 

In  summary,  all  OECD  countries  have,  to  some  extent,  reformed  their  national 
pension  systems,  and  may  offer  lessons  for  the  U.S.  Countries'  experiences  adjusting 


1The  OECD  is  a  forum  for  the  governments  of  30  market  democracies  to  work  together  on 
economic,  social,  environmental,  and  governance  issues.  The  OECD  works  to  promote  economic 
growth,  financial  stability,  trade  and  investment,  technology,  innovation,  and  development  co- 
operation. 
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PAYG  national  pension  programs  highlight  the  importance  of  considering  how  modi- 
fications will  affect  the  program's  financial  sustainability,  its  distribution  of  bene- 
fits, the  incentives  it  creates,  and  public  understanding  of  the  new  provisions.  Near- 
ly all  of  the  countries  we  are  studying  reduced  benefits,  and  most  have  also  in- 
creased contributions,  often  by  increasing  statutory  retirement  ages.  Countries  with 
national  pension  reserve  funds  designed  to  partially  pre-fund  PAYG  pension  pro- 
grams provide  lessons  about  the  importance  of  early  action  and  effective  manage- 
ment. Some  funds  that  have  been  in  place  for  a  long  time  have  accumulated  signifi- 
cant reserves  to  strengthen  the  finances  of  national  pension  programs.  Countries 
that  insulate  pension  reserve  funds  from  being  directed  to  meet  social  and  political 
objectives  may  be  better  equipped  to  fulfill  future  pension  commitments.  In  addition, 
regular  disclosure  of  fund  performance  supports  sound  management  and  adminis- 
tration, and  contributes  to  public  education  and  oversight.  Countries  that  have 
adopted  individual  account  programs — which  may  also  help  pre-fund  future  retire- 
ment income — offer  lessons  about  financing  the  existing  PAYG  pension  program  as 
the  accounts  are  established.  Countries  that  have  funded  individual  accounts  by  di- 
recting revenue  away  from  the  PAYG  program  while  continuing  to  pay  benefits  to 
PAYG  program  retirees  have  expanded  public  debt,  built  up  budget  surpluses  in  ad- 
vance of  the  reform,  cut  back  or  eliminated  the  PAYG  programs,  or  some  combina- 
tion of  these.  Important  lessons  regarding  the  administration  of  individual  accounts 
include  the  need  for  effective  regulation  and  supervision  of  the  financial  industry 
to  protect  individuals  from  avoidable  investment  risks.  In  addition,  public  education 
is  increasingly  important  as  the  national  pension  system  becomes  more  complex. 

Background 

Social  Security's  projected  long-term  financing  shortfall  stems  primarily  from  the 
fact  that  people  are  living  longer  and  having  fewer  children.  As  a  result,  the  number 
of  workers  paying  into  the  system  for  each  beneficiary  is  projected  to  decline.  This 
demographic  trend  is  occurring  or  will  occur  in  all  OECD  countries.  Although  the 
number  of  workers  for  every  elderly  person  in  the  U.S.  has  been  relatively  stable 
over  the  past  few  decades,  it  has  already  fallen  substantially  in  other  developed 
countries.  The  number  of  workers  for  every  elderly  person  in  the  U.S.  is  projected 
to  fall  from  4.1  in  2005  to  2.9  in  2020.  In  nine  of  the  OECD  countries,  this  number 
has  already  fallen  below  the  level  projected  for  the  U.S.  in  2020.  This  rise  in  the 
share  of  the  elderly  in  the  population  could  have  significant  effects  on  countries' 
economies,  particularly  during  the  period  from  2010  to  2030.  These  effects  may  in- 
clude slower  economic  growth  and  increased  costs  for  aging-related  government  pro- 
grams. 

Historically,  developed  countries  have  relied  on  some  form  of  a  PAYG  program 
and  have  used  a  variety  of  approaches  to  reform  their  national  pension  systems.2 
In  many  cases,  these  approaches  provide  a  basic  or  minimum  benefit  as  well  as  a 
benefit  based  on  the  level  of  a  worker's  earnings.  Several  countries  are  preparing 
to  pay  future  benefits  by  either  supplementing  or  replacing  their  PAYG  programs. 
For  example,  some  have  set  aside  and  invested  current  resources  in  a  national  pen- 
sion reserve  fund  to  partially  pre-fund  their  PAYG  program.  Some  have  established 
fully  funded  individual  accounts.  These  are  not  mutually  exclusive  types  of  reform. 
In  fact,  many  countries  have  undertaken  more  than  one  of  the  following  types  of 
reform: 

•  Adjustments  to  existing  pay-as-you-go  systems.  Typically,  these  are  de- 
signed to  create  a  more  sustainable  program  by  increasing  contributions  or  de- 
creasing benefits,  or  both,  while  preserving  the  basic  structure  of  the  system. 
Measures  include  phasing  in  higher  retirement  ages,  equalizing  retirement  ages 
across  genders,  and  increasing  the  earnings  period  over  which  initial  benefits 
are  calculated.  Some  countries  have  created  notional  defined  contribution  (NDC) 
accounts  for  each  worker,  which  tie  benefits  more  closely  to  each  worker's  con- 
tributions and  to  factors  such  as  the  growth  rate  of  the  economy. 

•  National  pension  reserve  funds.  These  are  set  up  to  partially  pre-fund 
PAYG  national  pension  programs.  Governments  commit  to  make  regular  trans- 
fers to  these  investment  funds  from,  for  example,  budgetary  surpluses.  To  the 
extent  that  these  contribute  to  national  saving,  they  reduce  the  need  for  future 
borrowing  or  large  increases  in  contribution  rates  to  pay  scheduled  benefits. 


2  In  other  countries,  "social  security"  often  refers  to  a  wide  range  of  social  insurance  programs, 
including  health  care,  long-term  care,  workers'  compensation,  unemployment  insurance,  etc.  To 
generalize  across  countries,  we  use  "national  pensions"  to  refer  to  mandatory  countrywide  pen- 
sion programs  providing  old-age  pensions.  We  use  "Social  Security"  to  refer  to  the  U.S.  Old-Age, 
Survivors,  and  Disahility  Insurance  Program  since  that  is  how  the  program  is  commonly  known. 
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Funds  can  be  invested  in  a  combination  of  government  securities  and  domestic 
as  well  as  foreign  equities.3 

•  Individual  accounts.  These  fully  funded  accounts  are  administered  either  by 
employers  or  the  government  or  designated  third  parties.  The  level  of  retire- 
ment benefits  depends  largely  on  the  amount  of  each  person's  contributions  into 
the  account  during  their  working  life,  investment  earnings,  and  the  amount  of 
fees  they  are  required  to  pay. 

We  are  applying  GAO's  Social  Security  reform  criteria  to  the  experiences  of  coun- 
tries that  are  members  of  the  OECD  as  well  as  Chile,  which  pioneered  individual 
accounts  in  1981.  We  are  assessing  both  the  extent  to  which  another  country's  cir- 
cumstances are  similar  enough  to  those  in  the  U.S.  to  provide  a  useful  example  and 
the  extent  to  which  particular  approaches  to  pension  reform  were  considered  to  be 
successful.  Countries  have  different  starting  points,  including  unique  economic  and 
political  environments.  Moreover  availability  of  other  sources  of  retirement  income, 
such  as  occupation-based  pensions,  varies  greatly.  Recognizing  this,  GAO  uses  three 
criteria  for  evaluating  pension  reforms: 

•  Financing  Sustainable  Solvency.  We  are  looking  at  the  extent  to  which  par- 
ticular reforms  influence  the  funds  available  to  pay  benefits  and  how  the  re- 
forms affect  the  ability  of  the  economy,  the  government's  budget,  and  national 
savings  to  support  the  program  on  a  continuing  basis. 

•  Balancing  Equity  and  Adequacy.  We  are  examining  the  relative  balance 
struck  between  the  goals  of  allowing  individuals  to  receive  a  fair  return  on  their 
contributions  and  ensuring  an  adequate  level  of  benefits  to  prevent  dependency 
and  poverty. 

•  Implementing  and  Administering  Reforms.  We  are  considering  how  easily 
a  reform  is  implemented  and  administered  and  how  the  public  is  educated  con- 
cerning the  reform. 

Because  each  country  is  introducing  reforms  in  a  unique  demographic,  economic, 
and  political  context  these  factors  will  likely  affect  reform  choices  and  outcomes.  For 
instance,  several  European  countries  we  are  reviewing  have  strong  occupation-based 
pension  programs  that  contribute  to  retirement  income  security.  In  addition,  some 
countries  had  more  generous  national  pensions  and  other  programs  supporting  the 
elderly  than  others.  All  countries  also  provide  benefits  for  survivors  and  the  dis- 
abled; often  these  are  funded  separately  from  old  age  benefit  programs.  Some  coun- 
tries are  carrying  out  reforms  against  a  backdrop  of  broader  national  change.  For 
example,  Hungary  and  Poland  were  undergoing  large  political  and  economic  trans- 
formations as  they  reformed  their  national  pension  systems.  All  of  these  issues 
should  be  considered  when  drawing  lessons. 

In  addition  to  the  adjustments  that  countries  have  made  to  their  existing  PAYG 
systems,  many  countries  have  undergone  other  changes  as  well,  indicating  that 
change  may  not  be  a  one-time  experience.  (See  table  1.)  Understanding  the  out- 
comes of  a  country's  reform  requires  us  to  look  at  all  of  the  changes  a  country  has 
made. 


Table  1:  Countries'  National  Pension  Reforms 


Groups  of  countries  undertaking  different  types  of  reform  a 

Only  adjustments  to 
PAYG 

Adjustments  to  PAYG 
and  National  Pension 
Fund 

Adjustments  to  PAYG 
and  Individual  Ac- 
counts 

All  Three  Types 

Austria 

Belgium 

Australia 

Denmark 

Czech  Republic  b 

Canada 

Chile  d 

Sweden 

Italy 

Finland 

Hungary 

Switzerland  s 

Germany c 

France 

Iceland e 

Turkey 

Greece 

Mexico 

3  Reserve  funds  act  as  budgetary  devices,  or  "disciplinary"  devices,  especially  where  they  have 
been  recently  created.  They  help  contain  expenditures.  Such  containment  is  needed  to  achieve 
sustainable  fiscal  surplus. 
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Table  1:  Countries'  National  Pension  Reforms — Continued 


Groups  of  countries  undertaking  different  types  of  reform a 

Only  adjustments  to 
PAYG 

Adjustments  to  PAYG 
and  National  Pension 
Fund 

Adjustments  to  PAYG 
and  Individual  Ac- 
counts 

All  Three  Types 

Ireland 

Poland 

Japan 

Slovak  Republic 

Korea 

UKf 

Luxembourg 

Netherlands 

New  Zealand 

Portugal 

Norway 

Spain 

U.S. 

Source:  OECD,  International  Social  Security  Association,  and  the  Social  Security  Administration. 
a  Member  nations  of  the  OECD  and  Chile. 

bThe  Czech  Republic's  defined  contribution  account  program  is  not  included  as  an  "individual  account  re- 
form" as  it  is  a  voluntary  supplementary  program.  For  a  discussion  of  these  accounts,  see  U.S.  General  Ac- 
counting Office,  Social  Security  Reform:  Information  on  Using  a  Voluntary  Approach  to  Individual  Accounts, 
GAO-03-309  (Washington,  D.C.:  Mar.  10,  2003),  p.  46-54. 

c  Germany's  Riester  pension  program  is  not  included  as  an  individual  account  reform  because  it  is  a  supple- 
ment to  the  mandatory  national  pension  program,  rather  than  an  alternative.  For  a  discussion  of  these  ac- 
counts, see  U.S.  General  Accounting  Office,  Social  Security  Reform:  Information  on  Using  a  Voluntary  Ap- 
proach to  Individual  Accounts,  GAO-03-309  (Washington,  D.C.:  Mar.  10,  2003),  p.  55-63. 

d  Chile  is  not  an  OECD  country,  but  was  included  in  our  study  because  it  pioneered  individual  account  re- 
forms. 

e  Iceland's  mandatory  occupation-based  pension  program  allows  for  the  creation  of  defined  contribution  indi- 
vidual accounts  as  a  complement  to  denned  benefit  pensions.  However,  in  practice,  employers  have  not  yet  es- 
tablished these.  Voluntary  supplementary  individual  accounts  are  also  available. 

fThe  UK  requires  either  participation  in  a  state  earnings-related  pension  program  or  an  approved  alter- 
native including  individual  accounts. 

s  Switzerland's  mandatory  occupation-based  pensions  provide  individual  accounts  that  accrue  credits  at  at 
least  a  minimum  prescribed  interest  rate. 

Adjustments  to  Existing  PAYG  Programs  Show  Importance  of  Sustain- 
ability,  Safety  Nets,  and  Incentives  to  Work  and  Save 

The  experiences  of  the  countries  that  have  adjusted  their  existing  PAYG  national 
pension  programs  highlight  the  importance  of  considering  how  modifications  will  af- 
fect the  program's  financial  sustainability,  its  distribution  of  benefits,  the  incentives 
it  creates,  and  the  extent  to  which  the  public  understands  the  new  provisions. 

PAYG  Adjustments  Prove  Important  to  Financial  Sustainability 

To  reconcile  PAYG  program  revenue  and  expenses,  nearly  all  the  countries  we 
studied  have  decreased  benefits  and  most  have  also  increased  contributions,  often 
in  part  by  increasing  retirement  ages.  Generally  countries  with  national  pension 
programs  that  are  relatively  financially  sustainable  have  undertaken  a  package  of 
several  far-reaching  adjustments.  The  countries  we  are  studying  increased  contribu- 
tions to  PAYG  programs  by  raising  contribution  rates,  increasing  the  range  of  earn- 
ings or  kinds  of  earnings  subject  to  contribution  requirements,  or  increasing  the  re- 
tirement age.  Most  of  these  countries  increased  contribution  rates  for  some  or  all 
workers.  Canada,  for  example,  increased  contributions  to  its  Canadian  Pension  Plan 
from  a  total  of  5.85  percent  to  9.9  percent  of  wages,  half  paid  by  employers  and  half 
by  employees.  Several  countries,  including  the  UK,  increased  contributions  by  ex- 
panding the  range  of  earnings  subject  to  contributions  requirements. 

Nearly  all  of  the  countries  we  are  studying  decreased  scheduled  benefits,  using 
a  wide  range  of  techniques.  Some  techniques  reduce  the  level  of  initial  benefits;  oth- 
ers reduce  the  rate  at  which  benefits  increase  during  retirement  or  adjust  benefits 
based  on  retirees'  financial  means. 

•  Increased  years  of  earnings.  To  reduce  initial  benefits  several  countries  in- 
creased the  number  of  years  of  earnings  they  consider  in  calculating  an  average 
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lifetime  earnings  level.  France  previously  based  its  calculation  on  10  years,  but 
increased  this  to  25  years  for  its  basic  public  program. 

•  Increased  minimum  years  of  contributions.  Another  approach  is  to  increase  the 
minimum  number  of  years  of  contributions  required  to  receive  a  full  benefit. 
France  increased  the  required  number  of  years  from  37.5  to  40  years.  Belgium 
is  increasing  its  minimum  requirement  for  early  retirement  from  20  to  35  years. 

•  Changed  formula  for  calculating  benefits.  Another  approach  to  decreasing  the 
initial  benefit  is  to  change  the  formula  for  adjusting  prior  years'  earnings. 
Countries  with  traditional  PAYG  programs  all  make  some  adjustment  to  the 
nominal  amount  of  wages  earned  previously  to  reflect  changes  in  prices  or 
wages  over  the  intervening  years.  Although  most  of  the  countries  we  are  study- 
ing use  some  kind  of  average  wage  index,  others,  including  Belgium  and  France, 
have  adopted  the  use  of  price  indices.  The  choice  of  a  wage  or  price  index  can 
have  quite  different  effects  depending  on  the  rate  at  which  wages  increase  in 
comparison  to  prices.  We  see  variation  in  the  extent  to  which  wages  outpace 
prices  over  time  and  among  countries. 

•  Changed  basis  for  determining  year-to-year  increases  in  benefits.  In  many  of 
the  countries  we  are  studying,  the  rate  at  which  monthly  retirement  benefits 
increase  from  year-to-year  during  retirement  is  based  on  increases  in  prices, 
which  generally  rise  more  slowly  than  earnings.  Others,  including  Denmark, 
Ireland,  Luxembourg,  and  the  Netherlands,  use  increases  in  earnings  or  a  com- 
bination of  wage  and  price  indices.  Hungary,  for  example,  changed  from  the  use 
of  a  wage  index  to  the  Swiss  method — an  index  weighted  50  percent  on  price 
changes  and  50  percent  on  changes  in  earnings. 

•  Implemented  provisions  that  provide  a  closer  link  between  pension  contribu- 
tions and  benefits.  Countries  that  have  adopted  this  approach  stop  promising 
a  defined  level  of  benefits  and  instead  keep  track  of  notional  contributions  into 
workers'  NDC  accounts.  Unlike  individual  accounts,  these  notional  defined  ac- 
counts are  not  funded.  Current  contributions  to  the  program  continue  to  be  used 
largely  to  pay  benefits  to  current  workers,  while  at  the  same  time  they  are  cred- 
ited to  individuals'  notional  accounts.  When  these  programs  include  adjust- 
ments that  link  benefits  to  factors  such  as  economic  growth,  longevity,  and/or 
the  ratio  of  workers  to  retirees,  they  may  contribute  to  the  financial  sustain- 
ability  of  national  pension  systems. 

Several  countries,  such  as  Sweden  and  the  UK,  have  undertaken  one  or  more  of 
these  adjustments  to  their  PAYG  programs  and  have  achieved,  or  are  on  track  to 
achieve  relative  financial  sustainability.  Others,  including  Japan,  France,  and  Ger- 
many, may  need  additional  reforms  to  fund  future  benefit  commitments. 

Maintenance  of  a  Safety  Net  and  Work  and  Saving  Incentives  Proved  Im- 
portant 

All  of  the  countries  have  included  in  their  reforms  provisions  to  ensure  adequate 
benefits  for  lower-income  groups  and  put  into  place  programs  designed  to  ensure 
that  all  qualified  retirees  have  a  minimum  level  of  income.  Most  do  so  by  providing 
a  targeted  means-tested  program  that  pre  /ides  more  benefits  to  retirees  with  lim- 
ited financial  means.  Two  countries — Germ  .iy  and  Italy — provide  retirees  access  to 
general  social  welfare  programs  that  are  available  to  people  of  all  ages  rather  than 
programs  with  different  provisions  for  elderly  people. 

Twelve  countries  use  another  approach  to  providing  a  safety  net:  a  basic  retire- 
ment benefit.  The  level  of  the  benefit  is  either  a  given  amount  per  month  for  all 
retirees  or  an  amount  based  on  years  of  contributions  to  the  program.  In  Ireland, 
for  example,  workers  who  contribute  to  the  program  for  a  specified  period  receive 
a  minimum  pension.  Chile  set  a  minimum  pension  equal  to  the  minimum  wage — 
about  one-quarter  of  average  earnings  as  of  2005.  In  addition,  several  of  the  coun- 
tries we  are  studying  give  very  low-income  workers  credit  for  a  minimum  level  con- 
tribution. Other  countries  give  workers  credit  for  years  in  which  they  were  unem- 
ployed, pursued  postsecondary  education,  or  cared  for  dependents. 

In  selecting  between  the  many  reform  options,  policy  makers  need  to  strike  a 
careful  balance  among  the  following  objectives:  provide  a  safety  net,  contain  costs, 
and  maintain  incentives  to  work  and  save.  Costs  can  be  high  if  a  generous  basic 
pension  is  provided  to  all  eligible  retirees  regardless  of  their  income.  On  the  other 
hand,  means-tested  benefits  can  diminish  incentives  to  work  and  save.  The  UK  pro- 
vides both  a  basic  state  pension  and  a  means-tested  pension  credit.  Concerned  about 
the  decline  in  the  proportion  of  preretirement  earnings  provided  by  the  basic  state 
pension,  some  have  advocated  making  it  more  generous.  Others  argue  that  focusing 
safety-net  spending  on  those  in  need  enables  the  government  to  alleviate  pensioner 
poverty  in  a  cost  effective  manner.  However,  a  guaranteed  minimum  income  could 
reduce  some  peoples'  incentive  to  save.  In  view  of  this  disincentive,  the  UK  adopted 
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an  additional  means-tested  benefit  that  provides  higher  benefits  for  retirees  near 
the  minimum  income  level.  This  benefit,  called  the  savings  credit,  allows  low-income 
retirees  near  the  minimum  pension  level  to  retain  a  portion  of  their  additional  in- 
come. However,  any  loss  of  income  due  to  means-testing  still  diminishes  incentives 
to  save.  Without  changes  to  pension  rules,  the  proportion  of  pensioners  eligible  for 
means-tested  income  is  expected  to  increase  to  include  almost  65  percent  of  retiree 
households  by  2050. 

Implementation,  Administration,  and  Public  Education  Are  Important 

The  extent  to  which  new  provisions  are  implemented,  administered,  and  explained 
to  the  public  may  affect  the  outcome  of  the  reform.  Poland,  for  example,  adopted 
NDC  reform  in  1999,  but  the  development  of  a  data  system  to  track  contributions 
has  been  problematic.  As  of  early  2004,  the  system  generated  statements  indicating 
contributions  workers  made  during  2002,  but  there  was  no  indication  of  what  work- 
ers contributed  in  earlier  years  or  to  previous  pension  programs.  Without  knowing 
how  much  they  have  in  their  notional  defined  accounts,  workers  may  have  a  difficult 
time  planning  for  their  retirement.  Some  governments  have  had  limited  success  in 
efforts  to  educate  workers  about  changes  in  provisions  that  will  affect  their  retire- 
ment income.  For  example,  a  survey  of  women  in  the  UK  showed  that  only  about 
43  percent  of  women  who  will  be  affected  by  an  increase  in  the  retirement  age  knew 
the  age  that  applied  to  them. 

Early  Action  and  Effective  Management  Help  Make  National  Pension  Re- 
serve Funds  Successful 

Another  type  of  pension  reform  is  the  accumulation  of  reserves  in  national  pen- 
sion funds,  which  can  contribute  to  the  system's  financial  sustainability  depending 
on  when  the  funds  are  created  or  reformed  and  how  they  are  managed.  Countries 
that  chose  to  partially  pre-fund  their  PAYG  programs  decades  ago  have  had  more 
time  to  amass  substantial  reserves,  reducing  the  risk  that  they  will  not  meet  their 
pension  obligations.  A  record  of  poor  fund  performance  has  led  some  countries  to 
put  reserve  funds  under  the  administration  of  relatively  independent  managers  with 
the  mandate  to  maximize  returns  without  undue  risk. 

Early  Action  Matters 

Establishing  reserve  funds  ahead  of  demographic  changes — well  before  the  share 
of  elderly  in  the  population  increases  substantially — makes  it  more  likely  that 
enough  assets  will  accumulate  to  meet  future  pension  obligations.  In  countries  such 
as  Sweden,  Denmark,  and  Finland,  which  have  had  long  experiences  with  partial 
pre-funding  of  PAYG  programs,  important  reserves  have  already  built  up.  These  re- 
sources are  expected  to  make  significant  contributions  to  the  long-term  finances  of 
national  pension  programs.  Other  countries  that  have  recently  created  pension  re- 
serve funds  for  their  pension  program  have  a  tighter  time  frame  to  accumulate 
enough  reserves  before  population  aging  starts  straining  public  finances.  In  par- 
ticular, the  imminent  retirement  of  the  baby-boom  generation  is  likely  to  make  it 
challenging  to  continue  channeling  a  substantial  amount  of  resources  to  these  funds. 
France,  for  example,  relies  primarily  on  social  security  surpluses  to  finance  its  pen- 
sion reserve  fund  set  up  in  1999,  but  given  its  demographic  trends,  may  be  able  to 
do  so  only  in  the  next  few  years.  Similarly,  Belgium  and  the  Netherlands  plan  on 
maintaining  a  budget  surplus,  reducing  public  debt  and  the  interest  payments  asso- 
ciated with  the  debt,  and  transferring  these  earmarked  resources  to  their  reserve 
funds.  However,  maintaining  a  surplus  will  require  sustained  budgetary  discipline 
as  a  growing  number  of  retirees  begins  putting  pressure  on  public  finances. 

Effective  Management  Can  Contribute  to  Financial  Sustainability 

Examples  from  several  countries  reveal  that  pre-funding  with  national  pension  re- 
serve funds  is  less  likely  to  be  effective  in  helping  ensure  that  national  pension  pro- 
grams are  financially  sustainable  if  these  funds  are  used  for  purposes  other  than 
supporting  the  PAYGO  program.  Some  countries  have  used  funds  to  pursue  indus- 
trial, economic,  or  social  objectives.  For  example,  Japan  used  its  reserve  fund  to  sup- 
port infrastructure  projects,  provide  housing  and  education  loans,  and  subsidize 
small  and  medium  enterprises.  As  a  result,  Japan  compromised  to  some  extent  the 
principal  goal  of  pre-funding. 

Past  experiences  have  also  highlighted  the  need  to  mitigate  certain  risks  that  pen- 
sion reserve  funds  face.  One  kind  of  risk  has  to  do  with  the  fact  that  asset  build- 
up in  a  fund  may  lead  to  competing  pressures  for  tax  cuts  and  spending  increases, 
especially  when  a  fund  is  integrated  in  the  national  budget.  For  example,  govern- 
ments may  view  fund  resources  as  a  ready  source  of  credit.  As  a  result,  they  may 
be  inclined  to  spend  more  than  they  would  otherwise,  potentially  undermining  the 
purpose  of  pre-funding.  Ireland  alleviated  the  risk  that  its  reserve  fund  could  raise 
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government  consumption  by  prohibiting  investment  of  fund  assets  in  domestic  gov- 
ernment bonds. 

Another  risk  is  the  pressure  that  groups  may  exert  on  the  investment  choices  of 
a  pension  reserve  fund,  potentially  lowering  returns.  For  example,  Canada  and 
Japan  have  requirements  to  invest  a  minimum  share  of  their  fund  portfolio  in  do- 
mestic assets,  restricting  holdings  of  foreign  assets  to  stimulate  economic  develop- 
ment at  home.  Funds  in  several  countries  have  also  faced  pressure  to  adopt  ethical 
investment  criteria,  with  possible  negative  impacts  on  returns.  In  recent  years, 
some  countries  have  taken  steps  to  ensure  that  funds  are  managed  to  maximize  re- 
turns, without  undue  risk.  Canada,  for  example,  has  put  its  fund  under  the  control 
of  an  independent  Investment  Board  operating  at  arm's  length  from  the  government 
since  the  late  1990's.  Several  countries,  including  New  Zealand,  have  taken  steps 
to  provide  regular  reports  and  more  complete  disclosures  concerning  pension  reserve 
funds. 

Individual  Account  Reforms  Show  the  Importance  of  Funding  Decisions 
and  Ensuring  Benefit  Adequacy 

Countries  that  have  adopted  individual  account  programs — which  may  also  help 
pre-fund  future  retirement  income — offer  lessons  about  financing  the  existing  PAYG 
pension  program  as  the  accounts  are  established.  Some  countries  manage  this  tran- 
sition period  by  expanding  public  debt,  building  up  budget  surpluses  in  advance  of 
implementation,  reducing  or  eliminating  the  PAYG  program,  or  some  combination 
of  these.  In  addition,  administering  individual  accounts  requires  effective  regulation 
and  supervision  of  the  financial  industry  to  protect  individuals  from  avoidable  in- 
vestment risks.  Educating  the  public  is  also  important  as  national  pension  systems 
become  more  complex. 

Approach  to  Funding  Individual  Accounts  Affects  Sustainability  of  Na- 
tional Pension  System 

It  is  important  to  consider  how  different  approaches  to  including  individual  ac- 
counts may  affect  the  short-term  and  long-term  financing  of  the  national  pension 
system  and  the  economy  as  a  whole.  A  common  challenge  faced  by  countries  that 
adopt  individual  accounts  is  how  to  pay  for  both  a  new  funded  pension  and  an  exist- 
ing PAYG  pension  simultaneously,  known  as  transition  costs.  Countries  will  encoun- 
ter transition  costs  depending  on  whether  the  individual  accounts  redirect  revenue 
from  the  existing  PAYG  program,  the  amount  of  revenue  redirected,  and  how  liabil- 
ities under  the  existing  PAYG  program  are  treated. 

The  countries  we  are  examining  offer  a  range  of  approaches  for  including  indi- 
vidual accounts  and  dealing  with  the  prospective  transition  costs.  Australia  and 
Switzerland  avoided  transition  costs  altogether  by  adding  individual  accounts  to 
their  existing  national  pension  systems,  which  are  modest  relative  to  those  in  the 
other  countries  we  are  studying.4  Some  countries  diverted  revenue  from  the  existing 
PAYG  program  to  the  individual  accounts.  The  resulting  shortfall  reflects,  in  part, 
the  portion  of  the  PAYG  program  being  replaced  with  individual  accounts  and  the 
amount  of  PAYG  revenue  being  redirected  to  fund  the  accounts.  For  example,  tran- 
sition costs  may  be  less  in  countries  such  as  Sweden  or  Denmark  where  the  con- 
tribution to  individual  accounts  is  2.5  percent  of  covered  earnings  and  1  percent,  re- 
spectively, than  for  Poland  or  Hungary,  which  replaced  a  larger  portion  of  the  PAYG 
program. 

All  of  the  countries  we  are  reviewing  also  made  changes  to  their  PAYG  program 
that  were  meant  to  help  reduce  transition  costs,  such  as  increasing  taxes  or  decreas- 
ing benefits.  In  addition,  Chile  built  a  surplus  in  anticipation  of  major  pension  re- 
form, and  Sweden  had  large  budget  surpluses  in  place  prior  to  establishing  indi- 
vidual accounts.  Countries  also  transfer  funds  from  general  budget  revenues  to  help 
pay  benefits  to  current  and  near  retirees,  expanding  public  borrowing.  If  individual 
accounts  are  financed  through  borrowing  they  will  not  positively  affect  national  sav- 
ing until  the  debt  is  repaid,  as  contributions  to  individual  accounts  are  offset  by  in- 
creased public  debt.5  For  example,  Poland's  debt  is  expected  to  exceed  60  percent 
of  GDP  in  the  next  few  years  in  part  because  of  its  public  borrowing  to  pay  for  the 
movement  to  individual  accounts. 

It  is  sometimes  difficult  for  countries  to  predict  their  transition  costs.  In  par- 
ticular, countries  that  allow  workers  to  opt  in  or  out  of  individual  account  programs 


4  Australia's  national  PAYG  program  consistently  replaces  approximately  25  percent  of  aver- 
age wages  (23  percent  in  2005);  Switzerland's  national  PAYG  program  replaced  approximately 
26  percent  of  average  wages  in  2005. 

5  Additionally ,  increased  government  debt  may  crowd  out  private  sector  access  to  lending  mar- 
kets and  dampen  the  economic  growth  individual  accounts  are  meant  to  access. 
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have  had  difficulty  estimating  costs.  For  example,  Hungary  and  Poland  experienced 
higher  than  anticipated  enrollment  from  current  workers  in  their  individual  account 
programs,  leaving  the  existing  PAYG  program  with  less  funding  than  planned.  As 
a  result,  both  countries  had  to  make  subsequent  changes  to  their  individual  account 
and  PAYG  programs. 

Balancing  Opportunities  to  Realize  High  Returns  and  Benefit  Adequacy  Is 
Important 

Countries  adopting  individual  accounts  as  part  of  their  national  pension  system 
have  had  to  make  trade-offs  between  giving  workers  the  opportunity  to  maximize 
returns  in  their  accounts  and  ensuring  that  benefits  will  be  adequate  for  all  partici- 
pants. Some  countries  set  a  guaranteed  rate  of  return  to  reduce  certain  investment 
risks  and  help  ensure  adequacy  of  benefits.  These  guarantees  may,  however,  result 
in  limited  investment  diversification  with  a  potentially  negative  impact  on  returns. 
In  Chile,  for  example,  fund  managers'  performance  is  measured  against  the  returns 
of  other  funds.  This  has  resulted  in  a  "herding"  effect  because  funds  hold  similar 
portfolios,  reducing  meaningful  choice  for  workers.  All  the  countries  with  individual 
accounts  provide  some  form  of  a  minimum  guaranteed  benefit  so  retirees  will  have 
at  least  some  level  of  income.  Some  experts  believe  that  a  minimum  pension  guar- 
antee could  raise  a  moral  hazard  whereby  individuals  may  make  risky  investment 
decisions,  minimize  voluntary  contributions,  or,  as  in  the  case  of  Australia  where 
the  minimum  guarantee  is  means-tested,  may  spend  down  their  retirement  assets 
quickly. 

It  is  important  to  consider  the  paj^out  options  available  from  individual  accounts, 
as  these  can  also  have  substantial  effects  on  adequacy  of  income  throughout  retire- 
ment. For  example,  an  annuity  payout  option  can  help  to  ensure  that  individuals 
will  not  outlive  their  assets  in  retirement.6  However,  purchasing  an  annuity  can 
leave  some  people  worse  off  if,  for  example,  the  annuities  market  is  not  fully  devel- 
oped, premiums  are  high,  or  inflation  erodes  the  purchasing  power  of  benefits.  Sev- 
eral countries  also  allow  for  phased  withdrawals,  in  some  cases  with  restrictions, 
helping  to  mitigate  the  risk  of  individuals  outliving  their  assets  and  becoming  reli- 
ant on  the  government's  basic  or  safety-net  pension.  Some  countries  offer  a  lump- 
sum payment  under  certain  circumstances,  such  as  small  account  balances,  and 
Australia  allows  a  full  lump-sum  payout  for  all  retirees. 

Effective  Regulation,  Implementation,  and  Education  Can  Protect  Individ- 
uals 

Important  lessons  can  be  learned  regarding  the  administration  of  individual  ac- 
counts, including  the  need  for  effective  regulation  and  supervision  of  the  financial 
industry  to  protect  individuals  from  avoidable  investment  risks.  Some  countries 
have  expanded  their  permitted  investment  options  to  include  foreign  investments 
and  increased  the  percentage  of  assets  that  can  be  invested  in  private  equities.  The 
experiences  of  countries  we  are  studying  also  indicate  the  importance  of  keeping  ad- 
ministrative fees  and  charges  under  control.  The  fees  that  countries  permit  pension 
funds  to  charge  can  have  a  big  influence  on  the  amount  of  income  retirees  receive 
from  their  individual  accounts.  Several  countries  have  limits  on  the  level  and  types 
of  fees  providers  can  charge.  Additionally,  the  level  of  fees  should  take  into  consider- 
ation the  potential  impact  not  only  on  individuals'  accounts,  but  also  on  fund  man- 
agers. In  the  UK,  for  example,  regulations  capping  fees  may  have  discouraged  some 
providers  from  offering  pension  funds.  To  keep  costs  low,  Sweden  aggregates  indi- 
viduals' transactions  to  realize  economies  of  scale. 

Some  countries'  experiences  highlighted  weaknesses  in  regulations  on  how  pen- 
sion funds  can  market  to  individuals.  The  UK's  and  Poland's  regulations  did  not 
prevent  problems  in  marketing  and  sales.  Poland  experienced  sales  problems,  in 
part  because  it  had  inadequate  training  and  standards  for  its  sales  agents,  which 
may  have  contributed  to  agents'  use  of  questionable  practices  to  sign  up  individuals. 
The  UK  had  a  widely-publicized  "mis-selling"  scandal  involving  millions  of  investors. 
Many  opened  individual  accounts  when  they  would  more  likely  have  been  better  off 
retaining  their  occupation-based  pension.  Insurance  companies  were  ordered  to  pay 
roughly  $20  billion  in  compensation. 

Countries'  individual  account  experiences  reveal  pitfalls  to  be  avoided  during  im- 
plementation. For  example,  Hungary,  Poland,  and  Sweden  had  difficulty  getting 
their  data  management  systems  to  run  properly  and  continue  to  experience  a  sub- 
stantial lag  time  in  recording  contributions  to  individuals'  accounts.  In  addition, 


KThe  countries  we  reviewed  require  a  range  of  annuity  options,  including,  for  example,  infla- 
tion indexed,  joint  and  survivor,  or  gender-neutral. 
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Hungary  and  Poland  did  not  have  an  annuities  market  that  offered  the  type  of  an- 
nuity required  by  legislation. 

Education  becomes  increasingly  important  as  the  national  pension  systems  be- 
come more  complex.  It  is  particularly  important  for  workers  who  may  have  to  make 
a  one-time  decision  about  joining  the  individual  account  program.  Several  countries 
require  disclosure  statements  about  the  status  of  a  pension  fund,  and  some  provide 
annual  statements.  To  help  individuals  choose  a  fund  manager,  one  important  com- 
ponent of  these  statements  should  be  the  disclosure  of  fees  charged.  Some  countries 
have  done  a  better  job  of  providing  fund  performance  information  than  others.  For 
example,  Australia  requires  its  fund  providers  to  inform  members  through  annual 
reports  clearly  detailing  benefits,  fees  and  charges,  investment  strategy,  and  the 
fund's  financial  position.  In  contrast,  Hungary  did  not  have  clear  rules  for  disclosing 
operating  costs  and  returns,  making  it  hard  to  compare  fund  performance. 

Concluding  Observations 

Demographic  challenges  and  fiscal  pressure  have  necessitated  national  pension  re- 
form in  many  countries.  Though  one  common  goal  behind  reform  efforts  everywhere 
is  to  improve  financial  sustainability,  countries  have  adopted  different  approaches 
depending  on  their  existing  national  pension  system  and  the  prevailing  economic 
and  political  conditions.  This  is  why  reforms  in  one  country  are  not  easily  replicated 
in  another,  or  if  they  are,  may  not  lead  to  the  same  outcome.  Countries  have  dif- 
ferent emphases,  such  as  benefit  adequacy  or  individual  equity;  as  a  result,  what 
is  perceived  to  be  successful  in  one  place  may  not  be  viewed  as  a  viable  option  some- 
where else. 

Although  some  pension  reforms  were  undertaken  too  recently  to  provide  clear  evi- 
dence of  results,  the  experiences  of  other  countries  may  suggest  some  lessons  for 
U.S.  deliberations  on  Social  Security  reform.  Some  of  these  lessons  are  common  to 
all  types  of  national  pension  reform  and  are  consistent  with  findings  in  previous 
GAO  studies.  Restoring  long-term  financial  balance  invariably  involves  cutting  bene- 
fits, raising  revenues,  or  both.  Additionally,  with  early  reform,  policy  makers  can 
avoid  the  need  for  more  costly  and  difficult  changes  later.  Countries  that  undertook 
important  national  pension  reform  well  before  undergoing  major  demographic 
changes  have  achieved,  or  are  close  to  achieving,  financially  sustainable  national 
pension  systems.  Others  are  likely  to  need  more  significant  steps  because  their  pop- 
ulations are  already  aging. 

No  matter  what  type  of  reform  is  undertaken,  the  sustainability  of  a  pension  sys- 
tem will  depend  on  the  health  of  the  national  economy.  As  the  number  of  working 
people  for  each  retiree  declines,  average  output  per  worker  must  increase  in  order 
to  sustain  average  standards  of  living.  Reforms  that  encourage  employment  and 
saving,  offer  incentives  to  postpone  retirement,  and  promote  growth  are  more  likely 
to  produce  a  pension  system  that  delivers  adequate  retirement  income  and  is  finan- 
cially sound  for  the  long  term. 

Regardless  of  a  country's  approach,  its  institutions  need  to  effectively  operate  and 
supervise  the  different  aspects  of  reform.  A  government's  capacity  to  implement  and 
administer  the  publicly  managed  elements  of  reform  and  its  ability  to  regulate  and 
oversee  the  privately  managed  components  are  crucial.  In  addition,  education  of  the 
public  becomes  increasingly  important  as  workers  and  retirees  face  more  choices 
and  the  national  pension  system  becomes  more  complex.  This  is  particularly  true 
in  the  case  of  individual  account  reforms,  which  "require  higher  levels  of  financial 
literacy  and  personal  responsibility. 

In  nearly  every  country  we  are  studying,  debate  continues  about  alternatives  for 
additional  reform  measures.  It  is  clearly  not  a  process  that  ends  with  one  reform. 
This  may  be  true  in  part  because  success  can  only  be  measured  over  the  long  term, 
but  problems  may  arise  and  need  to  be  dealt  with  in  the  short  term.  The  positive 
lessons  from  other  countries'  reforms  may  only  truly  be  clear  in  years  to  come. 

Mr.  Chairman  and  Members  of  the  Subcommittee,  this  concludes  my  prepared 
statement.  I'd  be  happy  to  answer  any  questions  you  may  have. 

GAO  Contacts  and  Staff  Acknowledgements 

For  further  information  regarding  this  testimony,  please  contact  Barbara  D. 
Bovbjerg,  Director,  Education,  Workforce,  and  Income  Security  Issues  at  (202)  512- 
7215.  Alicia  Puente  Cackley,  Assistant  Director,  Benjamin  P.  Pfeiffer,  Thomas  A. 
Moscovitch,  Nyree  M.  Ryder,  Seyda  G.  Wentworth  and  Corinna  A.  Nicolaou,  also 
contributed  to  this  report. 


Chairman  MCCRERY.  Thank  you,  Ms.  Bovbjerg.  Dr.  James. 
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STATEMENT  OF  ESTELLE  JAMES,  PH.D.,  CONSULTANT  AND 
FORMER  LEAD  ECONOMIST,  THE  WORLD  BANK 

Dr.  JAMES.  Thank  you  very  much  for  inviting  me.  Over  the  past 
20  years,  more  than  30  countries,  spread  across  Latin  America, 
Eastern  and  Central  and  Western  Europe,  Australia,  and  Hong 
Kong,  have  added  privately  funded  managed  plans  to  their  manda- 
tory Social  Security  systems.  They  did  this  for  several  reasons:  to 
prevent  public  costs  from  rising,  to  increase  national  saving,  to  im- 
prove work  incentives  and  therefore  to  augment  economic  growth, 
as  the  previous  speaker  said.  Contributions  to  the  accounts  range 
from  2.5  percent  of  wages  in  Sweden,  to  12.5  percent  in  Chile,  and 
they  are  projected  to  supply  between  30  and  90  percent  of  total 
benefits.  It  varies  a  lot  across  countries.  In  this  discussion  I  am 
going  to  consider  both  income  streams  that  come  from  the  personal 
accounts,  as  well  as  the  traditional  defined  benefit,  as  part  of  the 
country's  Social  Security  system,  so  long  as  it  is  financed  by  taxes 
or  mandatory  contributions.  In  other  words,  I  am  defining  Social 
Security  as,  in  some  sense,  coming  from  these  mandatory  sources, 
whether  it  is  the  personal  account  or  the  defined  benefit.  I  discuss 
how  these  countries  financed  the  account,  financed  the  transition, 
protected  low  earners  and  kept  administrative  costs  low. 

I  am  going  the  summarize  my  four  major  points,  and  then  I  will 
go  on  as  long  as  I  have  time  to  explain  where  they  come  from.  The 
major  lessons  I  draw  are:  first,  in  comparison  with  other  countries, 
current  and  projected  benefits  from  and  contributions  to  the  U.S. 
Social  Security  system  are  relatively  low.  We  are  at  the  low  end  of 
the  spectrum.  That  leaves  us  with  the  question,  do  we  want  to 
maintain  those  scheduled  benefits  or  cut  them,  and  this  is  really 
the  central  question  that  we  are  faced  with.  To  maintain  the  sched- 
uled level  of  benefits  will  cost  more  money  than  we  are  paying  now. 
That  is  going  to  be  the  case,  I  believe,  whether  we  do  it  through 
the  personal  account  part  or  the  traditional  part.  However,  I  think 
we  will  get  higher  returns  and  better  economic  incentives  from  this 
extra  money  if  it  goes  into  personal  accounts.  This  obviously  im- 
plies funding  the  account  mainly  through  a  small  add-on.  Although 
most  countries  in  Latin  America  and  Eastern  and  Central  Europe 
with  funded  private  plans  used  a  carve-out  from  existing  payroll 
taxes,  several  OECD  countries  used  the  mandatory  add-on,  and  our 
initial  conditions  have  more  in  common  with  these  OECD  countries 
as  I  will  explain  in  a  minute. 

Second  point,  one  reason  why  countries  adopted  personal  ac- 
counts was  to  increase  national  saving  and  economic  growth,  mak- 
ing more  goods  and  services  available  for  everyone.  This  effect  de- 
pends heavily  on  how  the  accounts  and  the  transition  are  financed. 
National  saving  will  increase  if  the  accounts  are  funded  by  an  add- 
on or  if  they  are  funded  by  a  carve-out  whose  transition  costs  are 
not  primarily  debt  financed.  Chile  is  a  very  good  example.  Chile  fi- 
nanced the  transition  to  personal  accounts  out  of  a  surplus  on  the 
rest  of  its  public  budget,  both  initially  and  even  to  this  very  day, 
and  extensive  analysis  shows  that  this  is  largely  responsible  for  the 
increased  national  saving  that  has  fueled  Chile's  economic  growth. 
Point  number  three:  every  country  that  has  personal  accounts  also 
has  a  public  safety  net,  so,  it  is  certainly  not  an  either/or  propo- 
sition. The  two  definitely  go  together,  and  every  country  includes 
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a  minimum  pension,  as  the  previous  speaker  indicated,  to  cushion 
financial  and  labor  market  risk. 

Point  number  four,  accounts  can  be  organized  through  the  retail 
market,  as  in  most  of  Latin  America  and  Eastern  and  Central  Eu- 
rope, or  through  the  institutional  market,  as  in  several  other  coun- 
tries, and  in  the  United  States  we  have  the  Thrift  Saving  Plan, 
which  is  an  often  cited  example.  The  institutional  market  has 
much  lower  administrative  and  marketing  costs  because  it  benefits 
from  greater  economies  of  scale  and  bargaining  power.  There  is 
also  a  tradeoff,  and  the  tradeoff  is  less  worker  choice  and  less  insu- 
lation from  political  pressures.  So,  those  are  my  four  points,  and 
I  just  want  to  go  back  now  and  explain  how  I  came  to  these  conclu- 
sions, where  those  points  come  from. 

First,  the  issue  of  funding  the  account  through  an  add-on  versus 
a  carve-out.  What  did  other  countries  do?  Countries  that  include 
funded  privately  managed  plans  in  their  Social  Security  systems 
fall  into  two  different  groups:  Latin  America  and  Eastern  and  Cen- 
tral European  countries  on  the  one  hand,  and  several  OECD  coun- 
tries on  the  other  hand.  Now,  in  most  Latin  American  and  Eastern 
and  Central  European  countries  personal  accounts  were  created 
during  the  nineties  and  early  2000s  as  a  remedy  for  public  systems 
that  were  already  on  the  verge  of  insolvency,  much  further  along 
than  we  are  in  this  country.  Payroll  taxes  were  extremely  high, 
often  over  25  percent  of  wages.  Tax  evasion  was  also  high.  Workers 
retired  well  before  age  60  and  promised  replacement  rates  were 
overly  generous;  for  example,  70  to  80  percent  of  the  worker's 
wage.  An  add-on  contribution  for  the  accounts  clearly  was  not  an 
option  for  this  group.  The  new  accounts  were  funded  by  a  carve- 
out  from  the  existing  payroll  tax,  which  was  already  too  high. 

In  contrast,  several  OECD  countries,  such  as  Australia,  Switzer- 
land, Netherlands,  and  Denmark,  started  out  with  relatively  mod- 
est public  benefits,  not  very  different  on  average  from  benefits  in 
the  United  States  but  more  redistributive.  They  had  a  different 
structure.  In  addition,  in  these  countries,  employers  have  long  pro- 
vided pension  plans,  on  a  voluntary  or  collectively  bargained  basis, 
to  about  half  the  labor  force.  That  also  has  some  similarities  to  the 
United  States.  As  an  alternative  to  increased  public  expenditures 
on  pensions  and  as  a  way  to  raise  national  saving,  in  the  eighties 
and  early  nineties  these  countries  decided  to  make  funded  em- 
ployer-sponsored plans  mandatory  for  virtually  the  entire  labor 
force.  In  effect,  these  plans  became  part  of  the  Social  Security  sys- 
tems because  they  were  mandated  through  an  add-on  for  employers 
that  didn't  already  provide  them.  The  add-on  has  reached  9  percent 
in  Australia.  The  cost  is  actually  higher  in  some  of  the  other  coun- 
tries, and  the  combined  target  replacement  rate  is  now  60  to  65 
percent,  obviously  higher  than  ours. 

Chairman  MCCRERY.  Dr.  James,  can  you  sum  up  so  we  can 
move  on?  We  will  get  to  a  lot  of  this  in  questions. 

Dr.  JAMES.  Okay,  sure.  I  will  just  say  the  old  employer  plans 
were  mainly  Defined  Benefit  (DB),  but  they  are  increasingly  De* 
fined  Contribution  (DC)  and  many  employers  are  also  shifting  their 
old  plans  to  DC,  so,  they  are  moving  in  the  distribution  of  indi- 
vidual accounts.  In  terms  of  transition  costs,  the  countries  that 
used  an  add-on  did  not  face  transition  costs  because  they  added 
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money.  The  ones  that  used  a  carve-out  did  face  transition  costs, 
and  they  financed  these  costs  by  downsizing  benefits  and  through 
a  mix  of  fiscal  stringency  and  debt  finance.  Chile,  as  I  mentioned, 
ran  a  surplus  on  the  rest  of  its  budget  to  finance  the  transition.  In 
fact,  even  today  they  spend  2  to  3  percent  of  their  Gross  Domestic 
Product  (GDP)  on  phasing  out  the  old  system,  but  no  debt  financ- 
ing. It  all  comes  out  of  surplus  on  the  rest  of  its  budget,  which  has 
enhanced  its  national  saving.  All  of  these  countries  include  a  safety 
net  and  minimum  pension,  which  may  come  from  a  minimum  pen- 
sion guarantee,  a  flat  benefit,  or  a  means  tested  benefit.  There  are 
different  forms,  but  they  all  have  some  kind  of  minimum  pension. 
Administrative  costs,  as  I  mentioned,  can  be  reduced  by  using  the 
institutional  market.  We  find  this  in  the  employer-sponsored  plans 
and  in  some  smaller  countries  like  Bolivia,  Kosovo,  Panama,  whose 
costs  are  quite  low.  So,  I  think  if  this  plan  is  structured  through 
the  institutional  market  we  can  keep  our  costs  low  too. 
[The  prepared  statement  of  Dr.  James  follows:] 

Statement  of  Estelle  James,  Ph.D.,  Consultant  and  Former  Lead  Economist, 

The  World  Bank 

Over  the  past  20  years  more  than  30  countries,  spread  across  Latin  America, 
Eastern,  Central  and  Western  Europe,  Australia  and  Hong  Kong,  have  added  fund- 
ed privately  managed  plans  to  their  mandatory  social  security  systems.  They  did 
this  to  prevent  public  costs  from  rising,  to  increase  national  saving  and  to  improve 
work  incentives.  Contributions  to  the  accounts  range  from  2.5%  of  wages  in  Sweden 
to  12.5%  in  Chile  and  they  are  projected  to  supply  between  30  and  90%  of  total  ben- 
efits. In  this  discussion  I  consider  both  income  streams — that  coming  from  the  per- 
sonal accounts  as  well  as  the  traditional  defined  benefit — as  part  of  the  country's 
social  security  system,  so  long  as  it  is  financed  by  taxes  or  mandatory  contributions. 
I  discuss  how  these  countries  funded  the  accounts,  financed  the  transition,  protected 
low  earners  and  kept  administrative  costs  low.  The  major  lessons  I  draw  are: 

1.  In  comparison  with  other  countries,  current  and  projected  benefits  from  and 
contributions  to  in  the  U.S.  social  security  system  are  relatively  low.  We  need 
to  decide  whether  we  wish  to  maintain  or  to  cut  the  scheduled  level  of  manda- 
tory retirement  income — this  is  our  central  question.  To  maintain  the  sched- 
uled level  of  social  security  benefits  will  cost  more  money  than  we  are  paying 
now,  whether  we  do  it  through  the  personal  account  part  or  the  traditional 
part.  We  will  get  higher  returns  and  better  economic  incentives  from  this  extra 
money  if  it  goes  into  personal  accounts — but  this  implies  funding  the  accounts 
mainly  through  a  small  add-on.  Although  most  countries  in  Latin  America  and 
Eastern  and  Central  Europe  with  funded  private  plans  used  a  carve-out  from 
existing  payroll  taxes,  several  OECD  countries  used  a  mandatory  add-on.  Our 
initial  conditions  have  more  in  common  with  these  OECD  countries. 

2.  One  reason  why  countries  adopted  personal  accounts  was  to  increase  national 
saving  and  economic  growth — therefore  more  goods  and  services  for  everyone. 
This  effect  depends  heavily  on  how  the  accounts  and  the  transition  are  fi- 
nanced. National  saving  will  increase  if  the  accounts  are  funded  by  an  add-on 
or  by  a  carve-out  whose  transition  costs  are  not  debt-financed.  Chile  financed 
its  transition  out  of  a  surplus  on  the  rest  of  its  public  budget — and  extensive 
analysis  shows  that  this  is  largely  responsible  for  the  increased  saving  that  has 
fueled  Chile's  economic  growth. 

3.  Every  country  that  has  personal  accounts  also  has  a  public  safety  net,  includ- 
ing a  minimum  pension,  to  cushion  financial  and  labor  market  risk. 

4.  Accounts  can  be  organized  through  the  retail  market,  as  in  most  of  Latin 
America  and  Eastern  and  Central  Europe,  or  through  the  institutional  market, 
as  in  several  other  countries  and  in  the  Thrift  Saving  Plan  in  the  U.S.  The 
institutional  market  has  much  lower  administrative  and  marketing  costs  be- 
cause it  benefits  from  greater  economies  of  scale  and  bargaining  power  (but  the 
trade-off  is  less  worker  choice  and  less  insulation  from  political  pressures). 

1.  Funding  the  accounts  through  an  add-on  versus  a  carve-out 

Countries  that  include  funded  privately  managed  plans  in  their  social  security 
systems  fall  into  two  different  groups:  Latin  America  and  Eastern  and  Central  Eu- 
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rope,  on  the  one  hand,  and  several  OECD  countries,  on  the  other  hand.  In  most 
Latin  American  and  Eastern  and  Central  European  countries  personal  accounts 
were  created  during  the  1990's  and  early  2000's  as  a  remedy  for  public  systems  that 
were  already  on  the  verge  of  insolvency.  In  these  countries  payroll  taxes  were  ex- 
tremely high  (often  over  25%  of  wages),  tax  evasion  was  also  high,  workers  retired 
well  before  age  60  and  promised  replacement  rates  were  overly  generous — for  exam- 
ple, 70-80%  of  the  worker's  wage.  An  add-on  contribution  for  the  accounts  clearly 
was  not  an  option  for  this  group.  The  new  accounts  were  funded  by  a  carve-out  from 
the  existing  payroll  tax,  which  was  already  too  high. 

In  contrast,  several  OECD  countries,  such  as  Australia,  Switzerland,  Netherlands 
and  Denmark,  started  out  with  relatively  modest  public  benefits — not  very  different, 
on  average,  from  benefits  in  the  U.S.,  but  more  redistributive.  In  addition,  in  these 
countries  employers  have  long  provided  pension  plans,  on  a  voluntary  or  collective 
bargained  basis,  which  covered  about  half  the  labor  force.  As  an  alternative  to  in- 
creased public  expenditures  on  pensions  and  as  a  way  to  raise  national  saving,  in 
the  1980's  and  early  1990's  these  countries  decided  to  make  funded  employer-spon- 
sored plans  mandatory  for  virtually  the  entire  labor  force.  In  effect,  these  plans  be- 
came part  of  their  social  security  systems,  through  an  add-on  for  employers  that 
didn't  already  provide  them.  The  add-on  has  reached  9%  in  Australia,  more  in  the 
other  countries,  and  the  combined  target  replacement  rate  is  now  60-65%.  The  old 
employer  plans  were  mainly  defined  benefit  but  the  new  ones  are  mostly  defined 
contribution  and  many  employers  are  also  shifting  their  old  plans  to  defined  con- 
tribution (that  is,  to  individual  accounts). 

I  believe  this  add-on  strategy  for  financing  individual  accounts  would  be  the  best 
for  us  too,  except  that  I  would  organize  it  through  workers,  not  employers,  and  I 
would  aim  for  a  much  smaller  add-on  (of  about  2%).  This  would  hold  our  total  ben- 
efit roughly  where  it  is  projected  to  be  now,  while  allowing  the  traditional  part  of 
the  system  to  become  smaller  and  remain  solvent. 

2.  Transition  costs 

The  OECD  countries  did  not  face  transition  costs,  because  they  did  not  divert 
money,  they  added-on.  The  Latin  American  and  Eastern-Central  European  countries 
did  face  transition  costs.  They  financed  these  costs  in  part  by  downsizing  benefits 
and  by  a  mix  of  fiscal  stringency  and  debt  finance.  The  transition  has  been  inten- 
sively studied  in  Chile.  Chile  cut  its  obligations  by  raising  retirement  age  substan- 
tially. It  accumulated  a  budget  surplus  ahead  of  time  to  cover  its  early  transition 
costs.  The  government  is  still  paying  2-3%  of  GDP  per  year  for  the  remnants  of  the 
old  system,  but  it  does  so  entirely  by  generating  a  surplus  in  the  rest  of  its  budget. 
In  other  words,  no  public  debt  finance  is  involved.  Financing  the  transition  without 
increasing  the  public  debt  is  the  major  reason  why  Chile  has  increased  its  national 
saving,  which  in  turn  has  increased  its  rate  of  economic  growth. 

If  we  in  the  U.S.  want  to  use  pension  reform  as  a  way  to  increase  national  saving, 
either  we  must  use  an  add-on  or  we  must  come  up  with  a  plan  for  transition  finance 
that  does  not  depend  heavily  on  enlarging  the  public  debt.  Otherwise,  we  will  be 
canceling  out  the  increased  private  saving  with  increased  public  dissaving. 

3.  Minimum  pension  and  other  safety  nets 

All  these  countries  include  a  safety  net  and  guarantees  to  protect  low  earners. 
Every  one  of  them  has  a  minimum  pension  of  some  sort — examples  are  a  minimum 
pension  guarantee  in  Chile,  a  flat  benefit  that  goes  to  every  older  resident  in  the 
Netherlands,  or  a  widespread  means — and  asset-tested  benefit  in  Australia.  This 
cushions  the  risk  from  the  accounts  and  from  the  labor  market.  In  Switzerland, 
Mexico  and  Estonia  the  safety  net  rises  with  years  of  contributions,  to  bolster  work 
incentives. 

4.  Administrative  costs — retail  versus  institutional  market 

Most  of  the  countries  in  Latin  America  and  Central-Eastern  Europe  used  the  re- 
tail market  to  put  workers  into  funds.  But  some  countries,  such  as  Bolivia,  Panama 
(civil  service)  and  Kosovo,  have  experimented  with  the  institutional  market.  Large 
employer  funds  in  the  OECD  also  use  the  institutional  market. 

In  the  retail  market  pension  fund  managers  can  freely  enter  the  industry,  they 
establish  a  direct  relationship  with  workers,  and  administrative  costs  tend  to  be  rel- 
atively high,  because  of  high  marketing  costs,  diseconomies  of  dealing  with  many 
small  accounts  and  price-inelasticity  of  demand  in  retail  financial  markets.  Costs 
start  out  well  over  10%  of  assets.  Even  though  they  fall  steeply  with  asset  growth, 
in  countries  as  advanced  as  the  UK  they  still  exceed  1%,  which  will  reduce  final 
pensions  by  20%. 

In  contrast,  in  the  institutional  market  records  are  usually  centralized,  the  money 
in  small  accounts  is  aggregated,  and  a  competitive  bidding  process  is  held  to  choose 
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a  limited  number  of  fund  managers,  among  whom  workers  can  choose.  Administra- 
tive costs  are  cut  by  2/3,  because  scale  economies  and  bargaining  power  are  larger 
and  marketing  costs  are  smaller.  There  is  a  trade-off  of  course — less  choice  for  work- 
ers and  greater  danger  of  political  pressure,  if  the  bidding  is  organized  by  govern- 
ment. Sweden  tries  to  mimic  the  fees  of  the  institutional  market  while  keeping  the 
greater  choice  of  the  retail  market,  but  it  does  so  by  imposing  price  controls.  The 
institutional  model  is  used  by  the  U.S.  Thrift  Saving  Plan  and  it  was  recommended 
by  the  President's  Commission  for  our  individual  account  system.  I  think  this  is  ap- 
propriate for  a  system  with  many  small  accounts.  After  7-8  years,  administrative 
costs  in  this  system  would  be. 3%,  which  is  lower  than  in  other  countries  and  also 
lower  than  in  most  mutual  funds  in  our  country. 


Chairman  MCCRERY.  Thank  you,  Dr.  James.  Mr.  Whitehouse. 

STATEMENT  OF  EDWARD  WHITEHOUSE,  ADMINISTRATOR,  SO- 
CIAL POLICY  DIVISION,  ORGANISATION  FOR  ECONOMIC  CO- 
OPERATION AND  DEVELOPMENT,  PARIS,  FRANCE 

Mr.  WHITEHOUSE.  Thank  you.  I  shall  try  and  be  briefer.  It  is 
a  great  pleasure  to  be  here,  and  I  think  it  is  very  useful  for  this 
Committee  to  look  at  the  international  experience.  As  the  previous 
speakers  have  said,  there  is  a  vast  amount  of  experience  on  struc- 
tural pension  reform  around  the  world,  and  I  think  there  are  some 
lessons  that  can  be  learned  for  the  United  States.  As  both  of  the 
previous  speakers  have  pointed  out,  the  starting  point  is  rather  dif- 
ferent in  the  United  States  than  it  was  in  the  countries  of  Latin 
America  and  Eastern  Europe.  To  start  with,  the  target  benefit  level 
under  Social  Security  is  relatively  low.  It  promises  about  a  50-per- 
cent replacement  rate  after  a  full  career.  That  compares  with  about 
65  or  70  percent  in  the  rest  of  the  OECD  countries,  which  was  the 
target  of  the  starting  point  in  the  Latin  American  and  Eastern  Eu- 
ropean countries  as  well.  So,  the  carve-out  question  is  rather  dif- 
ferent when  you  have  a  much  bigger  starting  point  in  your  public 
pension  system  than  it  is  when  the  starting  point  is  as  it  is  in  the 
United  States. 

In  the  first  part  of  my  written  testimony,  I  put  the  U.S.  pension 
scheme  into  an  international  context  to  try  and  show  how  the  tar- 
get benefit  level  compares  with  comparable  countries,  and  also  to 
look  at  income  distribution  analysis,  which  shows  that  currently, 
pensioners  in  the  United  States  look  to  be  doing  quite  well.  Their 
incomes  are  quite  large  relative  to  most  of  the  population  as  a 
whole.  However,  there  is  an  issue  of  pension  or  prosperity,  that  on 
a  standard  international  definition,  20  percent  of  older  people  in 
the  United  States  are  classed  as  poor,  and  that  is  double  the  aver- 
age for  the  30  rich  countries  who  are  members  of  the  OECD,  which 
is  around  10  percent,  and  it  is  very  much  higher  than  countries 
such  as  France,  Germany,  and  Britain,  which  have  a  much  lower 
old  age  poverty  rate.  So,  I  think  an  issue  that  perhaps  should  be 
addressed  in  Social  Security  reform  is  thinking  about  what  to  do 
about  poorer  pensioners. 

As  far  as  personal  accounts  go,  one  major  issue  which  Dr.  James 
touched  on,  is  this  question  of  the  administrative  expenses,  and  we 
found  particularly  in  Latin  America  there  has  been — in  the  early 
years  of  reform  this  has  been  very  controversial — extremely  large 
marketing  expenses;  rather  wasteful  competition  between  different 
pension  providers  who  are  essentially  offering  the  same  product, 
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because  the  portfolios  of  the  different  funds  are  very  similar,  the 
marketing  being  the  sole  reason  for  people  to  switch  often  between 
funds.  There  are  very  obvious  ways  the  United  States  can  avoid 
falling  into  that  trap  of  this  wasteful  competition.  Dr.  James  men- 
tioned the  Thrift  Saving  Plan  (TSP).  I  am  not  sure  that  that  can 
be  a  direct  model  for  a  personal  account  system  because  the  TSP 
is  for  Federal  Government  employees,  so,  there  is  only  one  em- 
ployer. When  we  are  dealing  with  personal  accounts,  we  are  deal- 
ing with  a  multitude  of  employers,  and  so,  I  think  something  like 
TIAA-CREF  might  be  a  better  example.  Clearly,  the  United  States 
is  in  a  much  better  position  in  terms  of  its  financial  markets  for 
organizing  a  system  of  personal  accounts  than  was,  for  example, 
Chile  or  the  countries  of  Eastern  Europe,  where  capital  markets 
there  could  best  be  described  as  nascent  in  times  of  reforms.  There 
is  a  corollary  of  that,  which  is  that  therefore,  the  benefits  to  the 
U.S.  economy  of  such  a  reform  are  commensurately  lower.  It  is 
easier  to  organize,  but  the  capital  market  development,  which  is  so 
important  in  Latin  America,  so  important  in  Eastern  Europe,  is  al- 
ready there.  You  have  the  most  advanced  capital  market  there  is, 
already.  So,  the  wider  economic  effects  are  likely  to  be  smaller  in 
the  reform  in  the  United  States  than  they  are  in  other  countries. 

The  final  issue  I  address  in  the  written  testimony  is  a  rather 
complex  one  which  I  will  try  and  summarize  in  30  seconds.  It  is 
this  issue  of  who  is  covered  by  the  reform  and  what  are  the  terms 
of  trade  for  people  switching  to  the  new  personal  accounts.  In  read- 
ing the  proposals  of  the  President's  Commission  on  Strengthening 
Social  Security,  people  are  likely  to  be  offered  a  choice  of  where 
they  can  take  some  of  their  contributions  out  of  Social  Security  and 
put  them  into  their  personal  account,  and  then  their  Social  Secu- 
rity benefits  are  reduced  by  that  amount  of  contribution  plus  an  in- 
terest rate.  How  that  interest  rate  is  set  is  going  to  be  crucial  to 
whether  or  not  these  personal  accounts  will  actually  work.  Set  the 
interest  rates  too  high,  no  one  is  going  to  choose  that  option.  Set 
the  interest  rate  too  low,  and  you  have  a  huge  fiscal  problem.  As 
I  explained  in  detail  in  the  written  testimony,  the  UK  made  a  very 
grave  mistake  when  it  introduced  the  individual  accounts/pension 
option,  because  it  gave  people  far  too  large  an  incentive  to  switch 
to  the  new  individual  account.  So,  I  look  forward  to  answering  your 
questions.  Thank  you. 

[The  prepared  statement  of  Mr.  Whitehouse  follows:] 

Statement  of  Edward  Whitehouse,  Administrator,  Social  Policy  Division, 
Organisation  for  Economic  Co-operation  and  Development,  Paris,  France1 

Countries  around  the  world  need  to  reform  pension  systems  to  meet  demographic 
challenges  and  to  reflect  changes  in  labor  markets  and  industrial,  economic  and  so- 


1  Edward  Whitehouse,  a  British  national,  works  in  the  Social  Policy  Division  of  the  OECD  Sec- 
retariat in  Paris.  He  is  co-author  of  the  recent  report,  Pensions  at  a  Glance,  a  comprehensive 
study  of  pension  systems  in  the  30  OECD  countries  (OECD,  2005).  He  has  advised  numerous 
governments  on  pension  reform,  including  Hungary  and  Poland,  and  has  written  many  studies 
of  the  pension  system  in  the  United  Kingdom  (such  as  Dilnot  et  al. ,  1994  and  Whitehouse,  1998). 
He  previously  worked  as  co-editor  of  the  World  Bank's  Pension  Reform  Primer,  a  resource  for 
people  designing  and  implementing  pension  reforms  around  the  world. 

This  testimony  represents  a  personal  view  and  commits  neither  the  OECD  Secretariat  nor  any 
of  its  member  governments. 

Edward  Whitehouse,  ELS/SPD,  OECD,  2  rue  Andre  Pascal,  75775  Paris  Cedex  16,  France. 
Telephone:  +33  1  45  24  80  79.  Fax:  +  33  1  45  24  90  98.  E-mail:  edward.whitehouse@oecd.org. 
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cial  structures.  There  are  valuable  lessons  to  be  learned  from  other  countries'  expe- 
riences. But  the  inherent  complexity  of  pension  systems  has,  in  the  past,  hampered 
effective  transmission  of  policy  experiences  across  borders. 

This  testimony  is  in  four  parts.  The  first  puts  the  United  States'  pension  system 
in  an  international  context.  It  uses  three  kinds  of  evidence:  calculations  of  pension 
entitlements  at  an  individual  level,  comparisons  of  older  people's  incomes  with  the 
rest  of  the  population  and  how  public  pension  spending  is  likely  to  develop. 

The  second  part  looks  at  structural  pension  reforms  that  have  introduced  some 
kind  of  mandatory  'individual  accounts'  (defined-contribution  pension  plans)  as  a 
substitute  for  all  or  part  of  public,  earnings-related  pensions.  These  have  now  been 
introduced  by  10  countries  in  Latin  America  and  more  than  10  in  Eastern  Europe. 

The  third  part  of  the  testimony  investigates  an  important  but  often  overlooked 
feature  of  fundamental  pension  reform.  Are  the  new  defined-contribution  accounts 
mandatory  or  voluntary?  Which  age  groups  are  covered?  If  there  is  a  choice,  what 
are  the  terms  of  trade  between  remaining  only  in  the  public  pension  program  and 
switching  to  a  mixed  public/private  pension? 

The  issue  of  administrative  charges  for  defined-contribution  pensions  is  addressed 
in  the  fourth  part.  How  large  are  these  fees  in  different  countries?  What  policies 
can  help  keep  charges  low? 

1.  The  pension  system  of  the  United  States  in  an  international  context 

There  are  three  main  approaches  to  comparing  pension  systems  between  coun- 
tries. The  most  common  is  the  'fiscal'  approach,  which  looks  at  current  and  prospec- 
tive pension  expenditures.  This  is  useful  for  assessing  the  financial  sustainability 
of  a  retirement-income  system,  but  it  gives  only  the  total  for  pension  spending  and 
is  silent  on  how  that  spending  is  distributed  among  older  people.  The  second  method 
is  income-distribution  analysis.  This  compares  the  incomes  of  today's  older  people 
with  the  incomes  of  the  population  as  a  whole.  This  is  a  backward-looking  measure, 
since  the  incomes  of  today's  pensioners  depend  on  past  rules  of  the  pension  system 
and  past  economic  conditions.  The  third  method  is  a  microeconomic  approach,  calcu- 
lating prospective  pension  entitlements  for  today's  workers.  Unlike  fiscal  projec- 
tions, this  looks  explicitly  at  the  distribution  of  pensions  among  workers  of  different 
characteristics.  Unlike  income-distribution  analysis,  it  is  forward-looking,  assessing 
the  pension  promises  made  to  today's  workers  under  today's  rules. 

Microeconomic  approach 

The  OECD  recently  published  the  first  comprehensive,  microeconomic  analysis  of 
pension  entitlements  in  the  report  Pensions  at  a  Glance  (OECD,  2005).  This  first 
report  (in  what  is  hoped  will  be  a  biennial  series)  calculated  prospective  pensions 
of  full-career  workers  at  different  levels  of  earnings.2  The  analysis  includes  all  man- 
datory sources  of  retirement  income:  resource-tested  benefits  (including  social  assist- 
ance), basic  and  minimum  pensions,  public,  earnings-related  schemes  and  manda- 
tory private  schemes  (both  defined-benefit  and  defined-contribution).  The  calcula- 
tions use  common  macroeconomic  and  financial  assumptions  to  isolate  the  effect  of 
pension-system  design  from  these  other  factors.  The  parameters  used  are  those  ap- 
plying in  2002,  although  subsequent  reforms  that  have  been  legislated  are  assumed 
to  be  fully  in  place.  The  results,  therefore,  show  the  long-term  stance  of  the  pension 
system. 

The  two  charts  below  (Figure  1)  show  the  'net  replacement  rate'.  This  is  the  pen- 
sion, net  of  any  income  taxes  and  contributions  due,  divided  by  individual  earnings, 
again  net  of  taxes  and  contributions.  Both  charts  show  selected  countries:  OECD 
(2005)  provides  data  for  all  30  member  countries  of  the  OECD. 

The  left-hand  panel  shows  the  net  replacement  rate  for  a  full-career  with  earnings 
equal  to  the  economy-wide  average  each  year.  The  highest  net  replacement  rate  is 
in  Luxembourg,  where  the  pension  entitlement  is  calculated  to  be  110  percent  of 
earnings  when  working.  At  the  other  end  of  the  scale,  the  lowest  net  replacement 
rate  is  in  Ireland,  where  it  is  37  percent.  The  OECD  average  net  replacement  rate 
for  an  average  earner  is  69  percent.  The  replacement  rate  in  the  United  States  is 
low:  along  with  Ireland  and  the  United  Kingdom  shown  in  the  charts,  only  Korea, 
Mexico  and  New  Zealand  have  lower  net  replacement  rates  at  this  earnings  level. 

The  right-hand  panel  shows  the  position  of  a  low  earner.  The  OECD  average  re- 
placement rate  at  half-average  earnings  is  84  percent.  This  is  higher  than  the  re- 
placement rate  for  an  average  earner  because  most  OECD  countries,  the  United 
States  included,  have  redistributive  pension  systems.  At  this  earnings  level,  the  re- 
placement rate  in  the  United  States  is  61  percent.  This  is  the  lowest  among  the 


2  Ongoing  work  is  extending  the  analysis  to  include  people  with  long  absences  from  the  labor 
market  due  to  caring  for  children  or  long-term  unemployment. 
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OECD  countries  apart  from  Mexico  and  the  Slovak  Republic.  Countries  with  wholly 
flat-rate  pensions,  such  as  Ireland,  with  means-tested  public  schemes,  such  as  Aus- 
tralia, or  with  predominantly  flat-rate  systems,  such  as  the  United  Kingdom  natu- 
rally have  a  large  difference  between  the  replacement  rate  at  average  and  at  low 
earnings.  The  main  reason  that  low  earners  have  very  low  pensions  in  the  United 
States,  despite  the  progressive  benefit  formula  in  social  security,  is  the  low  value 
of  the  safety-net  benefit.  The  means-tested  program,  supplemental  security  income 
(SSI),  provides  a  minimum  income  worth  20  percent  of  average  earnings.  The  safe- 
ty-net retirement  income  across  all  30  OECD  countries  is  worth  nearly  30  percent 
of  average  earnings  (on  average). 

Figure  1.  Prospective  net  replacement  rate  for  full-career  worker 
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In  countries  with  low  mandated  pension  replacement  rates,  there  is  space  for  vol- 
untary retirement-income  provision  to  develop.  In  Canada,  the  United  Kingdom  and 
the  United  States,  for  example,  both  company  and  individual  pensions  are  wide- 
spread. The  chart  for  the  average  earner  therefore  shows  the  entitlements  under  a 
'typical'  pension  plan  for  these  three  countries.  In  Canada  and  the  United  Kingdom, 
this  is  a  defined-benefit  plan.  For  the  United  States,  it  is  a  401(k),  into  which  the 
worker  and  his  employer  are  assumed  to  pay  contributions  of  the  national  average 
(9.5  percent  of  earnings).3  With  these  voluntary  programs,  the  replacement  rates  for 
these  three  countries  look  rather  closer  to  continental  Europe.  But  these  replace- 
ment rates  are  conditional  on  having  a  full-career  covered  by  a  voluntary  plan.  The 
issue  then  turns  to  the  following  questions.  Are  some  people  saving  enough  in  de- 
fined-contribution  schemes?  Do  people  have  significant  gaps  where  they  are  not  cov- 
ered by  a  voluntary,  private  pension?  How  will  the  penalty  to  changing  jobs  in  de- 
fined-benefit plans  affect  retirement  incomes? 

Income-distribution  analysis 

Figure  2  shows  two  charts  that  summarize  the  information  relating  to  older  peo- 
ple in  the  OECD's  latest  cross-country  study  of  income  distribution  (Forster  and 
Mira  d'Ercole,  2005).4  Again,  selected  countries  are  presented  here  while  the  origi- 
nal paper  provides  information  for  many  more. 

The  left-hand  panel  shows  the  net  income  of  66-75  year  olds  as  a  proportion  of 
the  net  income  of  the  population  as  a  whole.  The  OECD  average  is  87  percent.  In 
the  United  States,  the  figure  is  the  highest  of  the  OECD  countries  at  97  percent. 
Most  of  the  OECD  countries  are  clustered  closely  together.  One  reason  that  the 
United  States  performs  well  on  this  measure,  while  mandatory  replacement  rates 
under  social  security  are  so  low,  is  due  to  voluntary,  private  pension  provision.  But 
the  main  reason  is  due  to  the  importance  of  labor-market  income  in  the  United 
States,  even  among  these  66-75  year  olds.  Earnings  make  up  30  percent  of  the 
gross  income  of  this  age  group  in  the  United  States.  In  most  of  Europe,  this  figure 
is  only  around  10  percent.  Australia,  Canada  and  New  Zealand  lie  between  the  two, 
with  around  20  percent  of  gross  income  of  older  people  coming  from  earnings.5 


3  The  average  contribution  rate  is  taken  from  the  Employee  Benefits  Research  Institute/In- 
vestment Company  Institute  (EBRI/ICI)  survey  of  401(k)  plans.  OECD  (2005)  provides  details 
of  the  modeling  for  Canada  and  the  United  Kingdom  and  calculations  for  a  typical  defined-ben- 
efit plan  for  the  United  States.  It  also  includes  a  sensitivity  analysis  of  the  results. 

4  See  also  Disney  and  Whitehouse  (2001,  2002). 

5  The  low  measure  of  relative  incomes  of  older  people  in  Australia  reflects  the  fact  that  many 
withdrawals  from  private  pensions  are  in  the  form  of  lump  sums  rather  than  income  streams. 
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The  right-hand  panel  shows  the  old-age  poverty  rate  for  the  same,  selected  coun- 
tries. This  is  defined  as  the  percentage  of  66-75  year  olds  with  an  income  below 
half  the  population  median.  In  addition  to  Australia  and  Ireland  (shown  in  the 
chart),  only  Greece,  Mexico  and  Portugal  have  a  higher  old-age  poverty  rate  than 
the  United  States.  The  OECD  average  (11  percent)  is  nearly  half  the  rate  in  the 
United  States.  This  reflects  the  low  value  of  SSI  relative  to  safety-net  incomes  for 
older  people  in  other  OECD  countries  and  narrow  coverage  of  low-income  workers 
by  private  pensions. 

Figure  2.  Income  distribution  measures 
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These  are  not  measured  in  income-distribution  analysis.  This  is  also  an  important  factor  in  Ire- 
land and  the  United  Kingdom,  although  to  a  more  limited  extent. 
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Fiscal  projections 

The  OECD  has  also  compared  the  effects  of  aging  on  a  range  of  public  spending 
programs.  The  chart  below  (Figure  3)  looks  at  public  spending  on  pensions  alone. 
Public  pension  expenditure  in  2000  averaged  7.5  percent  of  gross  domestic  product 
(GDP)  across  21  countries.  (Other  countries'  data  are  available  in  Dang,  Antolin  and 
Oxley,  2001.) 

Italy  had  the  highest  spending  on  this  measure,  nearly  double  the  OECD  average. 
Australia's  spending,  at  3  percent  (less  than  half  the  average)  was  the  second  low- 
est. The  United  States  spent  around  the  same  as  the  United  Kingdom,  around  4.5 
percent  of  GDP.  The  arrows  show  how  spending  will  change  between  2000  and  the 
projected  peak  (between  2030  and  2050).  Italy's  series  of  pension  reforms  have  re- 
duced the  growth  rate  of  pension  spending.  It  is  expected  to  peak  at  16  percent  of 
GDP,  less  than  in  France  or  Germany  (on  the  policies  in  place  in  2000).  The  peak 
in  the  United  States  is  estimated  to  be  6  percent  of  GDP,  compared  with  an  OECD 
average  of  10  percent. 
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Figure  3.  Current  and  projected  pension  spending 


F  ranee 
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OECO  average 
Japan 
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United  Kingdom 
Australia 
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C  ur rent  and  2350  old-  age  pension  spending,  per  cent  of  GOP 

Note:  peak  values  are  in  2050,  except  Italy  and  the  United  Kingdom  (2030),  France 
and  the  United  States  (2035)  and  Netherlands  (2040) 

Source:  Dang,  Antolin  and  Oxley  (2001) 

2.  International  experience  of  introducing  individual  accounts 

Some  25  countries  around  the  world  have  now  introduced  individual  accounts  as 
a  substitute  for  all  or  part  of  their  public,  pay-as-you-go  pension  schemes.  The 
spread  of  these  schemes  through  Latin  America  from  the  mid  1990s  and  through 
Eastern  Europe  in  the  years  since  then  is  quite  dramatic.  Many  more  countries  are 
at  various  stages  of  the  reform  process,  including  Lebanon  and  Ukraine. 

It  is  important  to  note  that  these  reformed  pension  systems  are  very  diverse,  de- 
spite the  common  theme  of  individual  accounts.  Bolivia,  Chile,  El  Salvador  and  Mex- 
ico, for  example,  have  shifted  nearly  all  retirement-income  provision  to  the  defined- 
contribution  plans  (although  all  of  them  retain  publicly  provided  minimum  pensions. 
In  contrast,  Argentina  retains  a  large  basic  scheme  (expected  to  provide  around  two- 
thirds  of  total  pension  benefits  in  the  long  term).  Costa  Rica  and  Uruguay  retain 
earnings -related  public  schemes  (which  are  likely  to  provide  more  than  three-quar- 
ters of  total  benefits).  All  countries  in  Eastern  Europe  retain  public,  earnings-re- 
lated plans  as  a  complement  to  the  new  defined-contribution  schemes.  The  balance 
between  the  two  again  varies.  Half  or  more  of  pension  benefits  in  the  long  term  are 
likely  to  come  from  the  funded  component  in  Croatia,  Latvia  and  Poland,  compared 
with  a  third  in  Hungary  and  16  percent  in  Bulgaria,  for  example. 

Differences  in  the  relative  role  of  public  and  private  provision  in  these  new  pen- 
sion systems  also  arise  because  of  differences  in  the  size  of  the  mandatory  contribu- 
tion. In  Bulgaria,  for  example,  the  contribution  is  just  2  percent  of  earnings  and  it 
is  2.5  percent  in  Sweden.  Contribution  rates  in  Latvia  and  Lithuania  were  initially 
set  low  (2  and  2.5  percent  respectively),  but  are  planned  to  increase  over  time  to 
10  and  5.5  percent  respectively.  In  Latin  America,  total  contributions  (including  sur- 
vivors' and  disability  insurance  and  administrative  charges)  exceed  10  percent  of 
earnings  in  Chile,  Colombia  and  El  Salvador. 

The  mandatory  contribution  to  the  superannuation  guarantee  in  Australia  is  9 
percent.  Contribution  rates  are  also  fairly  high  in  Hungary  (8  percent),  Poland  (7.3 
percent)  and  the  Slovak  Republic  (9  percent).  The  minimum  contribution  to  personal 
pensions  in  the  United  Kingdom  (for  individuals  choosing  that  option)  varies  with 
age,  from  3.8  to  9  percent.  Again,  the  other  elements  of  the  pension  system  differ. 
In  Australia,  for  example,  the  individual  accounts  were  added  onto  the  public, 
means-tested  pension.  In  the  United  Kingdom,  those  choosing  the  personal-pension 
option  are  also  entitled  to  public  basic  and  means-tested  pensions. 
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Table  1.  The  spread  of  defined-contribution  pension  schemes:  Latin 
American,  Eastern  Europe  and  beyond 


UK 

Denmark 
Chile 


1990        1991    1992        1993    1994         1995    1996        1  997       1996  1999      2000        2001         2002  2003         2004    2005  0 


Source:  Palacios  and  Whitehouse  ( 1 998).  European  Commission  (2003),  OECD  {200 1 ,  2002.  2005 ),  Chlon  <2000)  and  Acuiia  (2005 ) 

3.  Coverage  of  individual-accounts  schemes 

The  transition  from  a  public-sector,  pay-as-you-go  pension  system  into  one  in 
which  individual,  privately  managed  pension  accounts  form  part  of  the  mandatory 
retirement-income  system  does  not  directly  affect  those  receiving  pensions  at  the 
time  of  the  reform.  Nevertheless,  such  a  reform  could  affect  all  current  and  future 
workers.  A  critical  policy  choice,  therefore,  is  whether  current  and  future  workers 
should  be  allowed,  encouraged  or  forced  to  switch  part  of  their  pension  provision  to 
the  new  private  element.  There  is  a  spectrum  of  possible  policy  options.  At  one  end, 
all  workers,  including  new  labor-market  entrants,  might  be  allowed  choose  to  stay 
in  the  pay-as-you-go  system  or  switch  part  of  their  contribution  to  the  funded  plan. 
At  the  other  end  of  the  spectrum,  rights  in  the  old  scheme  are  frozen  and  all  new 
rights  of  all  workers  are  earned  in  the  defined-contribution,  funded  plan.  In  between 
are  policies  where  only  some  workers  must  join  the  new  funded  element,  usually 
defined  by  age. 

The  experience  of  19  reforming  countries  (Table  2)  covers  the  full  spectrum  of  pos- 
sible outcomes.  However,  this  masks  some  important  differences.  In  Mexico,  for  ex- 
ample, people  who  contributed  to  the  old  system  can  switch  back  to  the  public 
scheme  on  the  day  they  retire.  So  there  is  an  implicit  guarantee  that  the  return  on 
investment  in  the  private  scheme  is  at  least  as  large  as  the  (implicit)  return  on  con- 
tributions to  the  public  plan.  As  new  labor  market  entrants  are  not  offered  the  same 
guarantee,  Mexico's  policy  is  probably  closer  to  those  of  Chile  or  Hungary  than  to 
those  of  Bolivia  and  Kazakhstan.  Switching  back  to  the  public  plan  is  also  possible 
indefinitely  in  Colombia  and  the  United  Kingdom  and  for  a  limited  period  in  Argen- 
tina, Hungary  and  Poland. 

Who  should  be  covered  by  structural  pension  reform? 

It  is  readily  apparent  from  Table  2  that  most  countries  have  focused  the  pension 
reform  on  younger  people.  Among  the  Latin  American  countries  Chile,  El  Salvador 
and  Uruguay  all  required  new  labour-market  entrants  (and  in  the  last  two,  younger 
workers)  to  switch.  Similar  policies  were  adopted  throughout  Eastern  Europe  and 
in  Sweden. 

There  are  three  main  reasons  why  restricting  switching  to  younger  people  is  a 
sensible  policy.  First,  changing  the  pension  entitlements  for  older  workers  is  dif- 
ficult, because  they  have  made  their  labour-market  and  savings  decisions  based  on 
the  expectation  that  the  current  system  will  remain.  They  can  not  retrospectively 
change  these  decisions  to  reflect  the  change  in  the  pension  system. 

Secondly,  the  compound-interest  effect  means  that  defined-contribution  pensions 
put  greater  weight  on  earlier  years'  contributions  than  accruals  in  earnings-related 
schemes  (such  as  social  security).  With  only  a  short  period  for  investment  returns 
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to  accumulate,  there  is  less  point  in  older  workers  switching.  This  is  strongly  re- 
flected in  people's  behavior  during  structural  pension  reforms.  In  the  United  King- 
dom, for  example,  around  25  percent  of  20-34  year  olds  took  out  a  personal  pension 
in  1987/88,  compared  with  10  percent  of  35-49  year  olds  and  virtually  no  one  over 
age  50. 6  There  was  a  similar  pattern  in  Latin  America,  with  switching  rates  of  80- 
90  percent  among  under  35s  in  Argentina,  Chile  and  Colombia.  Among  50  year  olds, 
just  under  half  switched  in  Argentina  and  Chile  and  less  than  10  percent  in  Colom- 
bia.7 The  results  from  Eastern  Europe  also  confirm  this. 

Thirdly,  restricting  the  switch  to  a  smaller  group  of  workers  means  that  it  is  pos- 
sible to  afford  to  divert  a  larger  slice  of  contributions  into  the  new  individual  ac- 
counts. With  fewer  accounts  with  larger  balance,  the  administrative  costs  can  be 
kept  lower. 


Table  2.  Rules  for  voluntary  and  mandatory  switching  in 
structural  pension  reforms 


Country 

Mandatory 
switching 

Voluntary 
switching 

No  switching 

Option  to  return 

Latin  America 

Argentina 

entire  labor  force 

yes,  for  2  years 

Bolivia 

entire  labor  force 

no 

Chile 

new  entrants 

current  labor 
force  (during 
first  five  years 
of  operation) 

no 

Colombia 

entire  labor  force 

yes,  indefinitely 

El  Salvador 

labor  force  <36 

labor  force  36-55 
(f-  50)  during 
first  12  months 

labor  force  >55 
(f>50) 

no  (yes  during 
first  18  months 
after  introduc- 
tion) 

Mexico 

entire  labor  force 

yes,  indefinitely 
(not  for  new 
entrants) 

Peru 

entire  labor  force 

yes,  for  2  years 

Uruguay 

labor  force  <40, 
higher  income 

? 

no 

Eastern  Europe/Central  Asia 

Bulgaria 

labor  force  <40 

Croatia 

labor  force  <40 

labor  force  40-50 
(during  first 
year  of  oper- 
ation) 

labor  force  >50 

Estonia 

new  entrants 

labor  force  <61, 
those  56-60 
can  join  until 
10/2002 

labor  force  >60, 
>55  after  10/ 
2002 

6  See  Disney  and  Whitehouse  (1992a,6)  and  Whitehouse  (1998). 

7  See  Disney,  Palacios  and  Whitehouse  (1999)  and  Palacios  and  Whitehouse  (1998). 
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Table  2.  Rules  for  voluntary  and  mandatory  switching  in 
structural  pension  reforms — Continued 


Country 

Mandatory 
switching 

Voluntary 
switching 

No  switching 

Option  to  return 

Hungary 

new  entrants 

entire  labor  force 
(during  first  20 
months  of  op- 
eration), <30 
again  from  01/ 
2003 

yes,  until  12/ 
2003  (also  for 
new  entrants 
of  2002),  in- 
definitely in 
case  of  dis- 
ability 

Kazakhstan 

entire  labor  force 

no 

Latvia 

labor  force  <30 

labor  force  30—49 

labor  force  >49 

Poland 

labor  force  <30 
(except  for  ag- 
riculture) 

labor  force  30-50 
(only  during 
first  year  of  op- 
eration) 

labor  force  >50 

no 

Romania 

labor  force  20+ 
years  before 
retirement 

labor  force  10-20 
yea^s  before 
retirement 

Slovakia 

new  entrants 

current  labor 
force  (during 
first  18  months 
of  operation) 

Other 

Sweden 

labor  force  <45 

labor  force  <45 

no 

UK 

entire  labor  force 

yes,  indefinitely 

Source:  Palacios  and  Whitehouse  (1998),  European  Commission  (2003),  OECD  (2001,  2002,  2005),  Chlon 
(2000)  and  Acuna  (2005) 


What  should  the  'terms  of  trade*  be  for  people  choosing  to  switch? 

The  terms  of  trade  under  which  people  can  exchange  pay-as-you-go  pension  rights 
for  contributions  to  their  individual  pension  account  is  a  fundamental  design  issue. 

The  United  Kingdom,  for  example,  made  a  very  serious  mistake  in  setting  these 
terms  of  trade,  underestimating  the  incentive  given  to  younger  workers  to  switch. 
This  also  meant  that  the  government  seriously  underestimated  the  numbers  that 
would  switch.8  The  government  forecast  300  000  would  take  out  personal  pensions, 
and  a  contingency  plan  allowed  for  a  maximum  of  500  000.  In  the  end,  3.2  million 
people  switched  in  1987/88.  As  described  above,  switching  rates  were  strongly  re- 
lated to  age,  just  as  the  incentive  structure  would  suggest. 

The  financial  implications  were  substantial.  Between  1988/89  and  1995/96,  the 
government  paid  X17.7  billion  into  people's  personal  pension  accounts  ($32  billion 
at  today's  exchange  rate).  Actuarial  estimates  put  the  long-run  saving  on  pay-as- 
you-go  benefits  at  £9.2  billion.  The  net  cost — £8.5  billion,  $15  billion — arises  because 
the  government  did  not  adjust  the  payment  into  personal  pensions  to  reflect  dif- 
ferent returns  at  different  ages  until  1996.  With  age-related  rebates,  the  annual  net 
cost  was  cut  from  £1.8  billion  to  £0.5  billion  a  year.  It  is  now  probably  around  zero. 

However,  the  opposite  risk  is  also  possible:  that  the  terms  of  trade  are  set  so  that 
it  is  not  worth  most  people  switching.  This  would  undermine  the  whole  reform. 
There  is  a  difficult  balance  to  be  struck  between  successful  reform  and  financial  pru- 
dence. 


"See  Disney  and  Whitehouse  (1992a,6)  and  Whitehouse  (1998). 
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4.  Administrative  charges  for  defined-contribution  pensions  around  the 
world9 

The  issue  of  administrative  charges  for  defined-contribution  pensions  has  become 
central  to  pension-reform  debates  in  many  countries.  How  can  we  measure  adminis- 
trative charges?  How  large  are  they  in  practice?  How  can  governments  keep  them 
low? 

Countries'  different  approaches  to  charges 

Table  3  summarizes  different  countries'  policies  on  charges.  At  the  top  are  the 
systems  with  the  least  regulation  on  charges.  Countries  lower  down  impose  direct 
regulations  on  the  structure  or  level  of  charges  or  regulate  industry  structure  with 
important  indirect  effects  on  charges  paid. 

Measuring  charges 

Measuring  the  price  of  financial  services  is  more  difficult  than  comparing  the  cost 
of  other  goods  or  services.  Providers  can  levy  many  different  kinds  of  fees.  There 
are  examples  of  both  one-off  and  ongoing  charges.  Some  fees  are  proportional  and 
some  are  fixed  rate.  Some  are  levied  on  contributions,  some  on  the  value  of  assets 
in  the  fund,  some  on  investment  returns. 

These  different  kinds  of  charge  accumulate  and  interact  in  complicated  ways  over 
the  lifetime  of  membership  of  a  pension  plan.  This  leads  to  the  second  problem:  how 
to  summarize  these  charges  in  a  single  number  to  compare  charge  levels  both  be- 
tween different  providers  in  a  single  country  and  across  countries. 

The  measure  of  administrative  charges  most  familiar  to  investors  and  policy-mak- 
ers alike  is  the  'reduction  in  yield'.  This  adds  together  all  the  charges  over  the  life- 
time of  a  pension  policy,  and  expresses  them  all  as  a  percentage  of  assets.  An  alter- 
native approach  is  to  measure  charges  as  a  proportion  of  contributions.  This  is  the 
same  as  calculating  the  charges  over  the  lifetime  of  the  fund  as  a  proportion  of  the 
balance  accumulated  at  retirement.  This  second  measure  is  known  as  the  'reduction 
in  premium'  or  the  charge  ratio. 

Table  3.  Strategies  on  administrative  charges  for  pensions 


No  restrictions 

Australia 

Hong  Kong 

United  Kingdom  (personal  pensions) 

United  States  (401k) 

Cross-subsidies  to  low-paid  workers 

Mexico 

Limits  on  charge  structure 

Argentina 

Chile 

Hungary 

Partial  ceiling  on  charges 

Poland 

Variable  ceiling  on  charges 

Sweden 

Competitive  bidding,  multiple  portfolios 

United  States  (thrift  savings  plan) 

Fixed  ceiling  on  charges 

El  Salvador 

Kazakhstan 

United  Kingdom  (stakeholder  pensions) 

Competitive  bidding,  single  portfolio 

Bolivia 

more 
restrictive 


Source:  Whitehouse  (2000a,Z>,c;  2001) 

Source:  Whitehouse  (2000a,6,c;  2001) 


9  This  section  summarises  the  analysis  of  Whitehouse  (2000a,6,c,  2001).  See  also  James  et  al. 
(2000)  and  Shoven  (2000). 
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International  comparisons 

Figure  4  summarizes  data  on  charges  for  13  countries  with  mandatory  funded 
pension  systems.  Even  very  similar  pension  systems  with  similar  approaches  to 
charges  deliver  very  different  levels  of  fees  in  practice.  Among  Latin  American  coun- 
tries with  individual  accounts  systems,  the  average  charge  ratio  varies  from  under 
15  percent  in  Colombia  to  nearly  25  percent  in  Argentina.  Looking  at  all  systems, 
average  charges  range  from  under  10  percent  in  Bolivia  to  35  percent  in  Australia's 
retail  superannuation  funds.  As  noted  above,  the  three  cheapest  systems  offer  very 
limited  choice  of  provider  and/or  investments.  As  a  rule-of-thumb,  a  charge  ratio  of 
20  percent  over  a  40-year  pension  plan  equals  a  reduction  in  yield  of  1  per  cent. 

Figure  4.  Paying  for  pensions:  the  charge  ratio  for  individual  accounts  in 

13  countries 

Australia  -  individual 
UK-  personal 
Argentina 
Mexico 
UK  -  stakeholder 
Peru 
El  Salvador 
Poland' 
Chile 
Sweden 
Uruguay 
Colombia 
Kazakhstan 
Australia  -  collective 
Bolivia 

0      5      10     15    20     25    30  35 
charge  ratio 

Note:  charge  ratio:  total  charges  over  the  lifetime  of  the  pension  as  percentage  of 
accumulated  balance  at  retirement.  The  calculations  assume  40  years'  contribu- 
tions and  3.5  percent  annual  real  return.  Australia:  'collective':  industry-wide 
funds;  'individual':  'master  trusts'  (provided  by  financial-services  companies) 

Source:  Whitehouse  (2000a,6,c;  2001) 

Charges  levied  by  different  providers 

Most  studies  of  administrative  fees  for  pensions  look  only  at  the  average.  But  the 
average  disguises  a  huge  range  of  different  charge  levels  between  different  pro- 
viders. Figure  5  shows  the  distribution  of  charges  in  three  countries.  In  the  United 
Kingdom,  the  cheapest  funds  levying  15  percent  of  contributions  and  the  most  ex- 
pensive, 35  percent.  The  range  in  Mexico  is  17  to  37  percent.  Even  in  Argentina, 
with  the  narrowest  range,  charges  vary  between  23  and  36  percent,  meaning  that 
the  most  expensive  fund  costs  over  50  percent  more  than  the  cheapest. 

These  large  ranges  raise  a  difficult  question:  why  do  consumers  choose  expensive 
funds?  Improved  levels  of  service,  for  example,  are  unlikely  to  explain  such  a  large 
differential.  There  is  evidence  in  the  United  Kingdom  that  funds  with  higher 
charges  perform  better,  but  the  out-performance  is  insufficient  to  offset  the  higher 
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charge  burden  on  typical  pension  policies.  Perhaps  some  consumers  fail  to  take 
proper  account  of  the  burden  of  charges.  The  most  likely  reason,  particularly  in 
Latin  America,  is  excessive  marketing  (see  below). 

Figure  5.  Distribution  of  charge  ratios  across  funds:  Argentina,  Mexico  and 

United  Kingdom 


14    16    18   20   22    24    28    28    30    32    34    36  38 


Source:  Whitehouse  (2000a,  b, c,  2001) 
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Policy  options  for  charges 

1.  No  regulation 

An  important  assumption  of  the  calculations  above  is  that  charges  remain  con- 
stant until  pensions  are  withdrawn.  But  pension  providers'  revenues,  especially 
from  charges  on  fund  assets,  are  back-loaded  while  expenses  are  front-loaded  be- 
cause of  set-up  costs.  Also  'learning  by  doing5  and  the  consolidation  of  the  pension 
fund  industry  in  most  reforming  countries  might  put  downward  pressure  on  costs 
over  time. 

Most  mandatory  funded  pension  systems  were  introduced  within  the  last  five  or 
ten  years.  But  reforms  in  Chile  and  the  United  Kingdom  have  been  in  place  for 
longer.  Average  charges  have  declined  in  both  countries  (Figure  6):  by  almost  one 
half  in  Chile  (from  30  to  15.5  percent)  and  one  sixth  in  the  United  Kingdom  (from 
27.5  to  23.5  percent).  If  other  countries  follow  this  pattern  of  declining  charges  over 
time,  then  the  charge  ratio  measures  above,  which  assume  constant  charges,  are 
over-stated. 

Figure  6.  Evolution  of  average  pension  administrative  charges,  Chile  and 

United  Kingdom 


5' 

qL — ,  ,  r  ,  r  ,  ,  ,  ,  ,  

1988        1990        1992        1994        1996  1998 

Source:  Whitehouse  (2000a,6,c,  2001) 

2.  Improve  disclosure 

Measuring  the  impact  of  charges  on  pension  fund  returns  is  very  complicated.  The 
minimum  government  policy  should  therefore  be  a  requirement  for  funds  to  disclose 
charges  in  a  standard  format.  This  will  help  consumers  make  informed  comparisons 
between  different  funds.  Regulators  can  make  the  task  easier  by  producing  'league 
tables'  of  charges.  The  supervisory  authorities  in  Latin  America  regularly  provide 
comparative  information  on  different  pension  fund  managers,  and  the  Financial 
Services  Authority  in  the  United  Kingdom  has  issued  data  on  the  charges  for  a  wide 
range  of  financial  products. 

A  second  step  to  bring  charges  to  consumers'  attention  is  to  levy  charges  on  top 
of  (rather  than  out  of)  mandatory  contributions.  This  encourages  shopping  around 
because  charges  reduce  current  net  income  rather  than  future  pension  benefits. 
Four  Latin  American  countries  have  adopted  this  approach.  A  related  issue  is  ensur- 
ing that  whoever  pays  the  charges  makes  the  choice  of  pension  provider.  In  Aus- 
tralia, employers  choose  the  superannuation  fund,  but  the  charges  are  effectively 
borne  by  their  employees  in  the  form  of  a  reduction  in  the  money  flowing  into  their 
funds.  There  is  a  potential  'agency'  problem  because  employers  pick  the  pension 
while  employees  pay  the  pension  charges. 

The  third  policy  related  to  disclosure  is  educating  consumers  about  the  effect  of 
charges  on  their  investments.  For  example,  over  the  life  of  a  pension  policy,  a 
charge  of  1  percent  of  assets  per  year  adds  up  to  a  charge  ratio  of  20  percent.  Few 
investors  appear  to  be  aware  of  the  major  impact  that  fees  can  have. 
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3.  Facilitating  comparison  of  charges 

By  ensuring  all  providers  stick  to  a  common  charge  structure,  it  is  easier  to  com- 
pare fees  between  them.  Unregulated  charging  regimes  can  be  very  complex  and 
confusing.  A  regulated  fee  structure,  in  contrast,  can  mean  there  is  a  single  'price' 
that  consumers  can  compare  across  providers.  And  a  single  proportional  charge,  on 
assets  or  contributions,  means  that  the  relative  cost  of  choosing  a  different  provider 
does  not  vary  with  earnings  or  contributions. 

The  important  policy  option  for  governments  taking  this  route  is  the  type  of 
charge  to  be  permitted.  There  are  four  features  of  the  two  charges  important  in 
making  this  choice. 

The  first  is  the  time  profile  of  charge  revenues.  Fees  on  contributions  generate 
more  up-front  revenues  than  fees  on  assets  (Figure  7).  This  allows  providers  to  cover 
their  start-up  costs  more  quickly.  This  might  boost  competition  by  encouraging  more 
entrants  to  the  pension  market  when  the  system  is  established. 

Figure  7.  Pension  funds'  revenue  streams  under  different  types  of  charge 


0  10  20  30  ~~40 

years  since  joined  plan 

Source:  Whitehouse  (2000a,6,c,  2001) 

A  second  issue  is  the  incidence  of  the  levies  across  different  types  of  consumer. 
If  there  are  fixed  costs  per  member — and  the  evidence  suggests  that  these  are  size- 
able— then  levies  on  assets  redistribute  from  people  with  large  funds  to  people  with 
fewer  assets  in  their  plan.  Older  workers,  with  larger  funds  on  average,  would  cross- 
subsidize  younger  workers,  for  example.  Contribution-based  charges  redistribute 
from  people  with  high  levels  of  contributions  (typically  higher  earners)  to  people 
with  low  levels  of  contributions. 

Indeed,  there  would  be  no  revenues  from  people  who  do  not  contribute.  This  might 
be  because  they  have  lost  their  job,  withdrawn  from  the  labor  force  or  moved  into 
the  informal  sector  of  the  economy.  But  pension  providers  would  still  have  to  bear 
the  cost  of  administering  these  people's  funds.  Asset-based  fees  ensure  a  continuing 
flow  of  revenues  from  non-contributors,  but  this  means  that  the  fees  bear  more 
heavily  on  people  who  withdraw  from  work  early. 

Finally,  a  charge  on  fund  value  encourages  providers  to  maximize  assets,  both  by 
attracting  funds  from  other  providers  and,  more  importantly,  by  maximizing  invest- 
ment returns. 

The  choice  between  the  asset-based  and  contribution-based  approach  is  finely  bal- 
anced. Unsurprisingly,  different  countries  have  taken  different  options.  Levies  on 
contributions  are  the  norm  in  Latin  America,  while  the  United  Kingdom  has  opted 
for  asset-based  fees.  The  government's  main  arguments  were  fund  managers'  per- 
formance incentives  and  the  continuing  revenue  stream  from  members  suspending 
contributions. 
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4.  Ceilings  on  charges 

Quantitative  restrictions  on  charges  are  rare.  Only  El  Salvador,  Kazakhstan,  Po- 
land, Sweden  and  the  United  Kingdom,  in  the  new  stakeholder  plans,  have  such 
limits. 

The  problem  with  this  approach  is  the  risk  that  governments  set  the  'wrong5  ceil- 
ing. Too  high  a  limit  would  be  ineffectual.  Too  low  a  ceiling  might  mean  that  fund 
managers  could  not  cover  their  costs.  This  will  restrict  competition  and  choice.  It 
could  even  lead  to  the  failure  of  weaker  providers,  undermining  public  confidence 
in  the  system.  Ceilings  all  too  often  become  a  de  facto  minimum  charge  as  well  as 
the  legal  maximum.  Price  competition,  beyond  meeting  the  regulatory  requirement, 
would  be  curtailed. 

The  experience  with  the  new  stakeholder  pensions  in  the  United  Kingdom  has, 
however,  been  encouraging.  Providers  initially  said  that  the  1  percent  ceiling  would 
be  too  low.  However,  a  number  entered  the  market,  a  few  even  undercutting  the 
ceiling. 

5.  Treatment  of  low  earners 

A  common  reason  for  any  regulation  of  charges  is  to  protect  low-income  workers. 
This  is  particularly  important  in  mandatory  funded  pension  schemes.  It  would  be 
manifestly  unfair  if  low  earners  saw  most  or  even  all  of  their  contributions  eaten 
up  in  charges. 

Regulating  charge  structures  can  provide  a  significant  degree  of  protection.  Lim- 
iting fees  to  proportional  charges  (either  on  assets  or  contributions)  means  that 
there  are  no  fixed  charges,  which  bear  disproportionately  on  the  low-paid.  Neverthe- 
less, most  countries  provide  a  minimum  pension  guarantee,  a  universal  flat-rate 
pension  or  social  assistance  incomes  in  retirement.  People  with  persistently  low 
earnings  are  unlikely  to  build  up  a  funded  pension  above  the  minimum  level. 

A  sensible  solution  is  to  exempt  low  paid  workers  from  the  requirement  to  con- 
tribute to  a  funded  pension  or  to  allow  them  to  opt  out.  The  United  Kingdom,  for 
example,  will  aim  the  new  stakeholder  schemes  at  people  earning  more  than  55  per- 
cent of  average  earnings.  Australia  excludes  workers  on  less  than  15  percent  of  av- 
erage pay,  and  has  plans  to  allow  people  earning  between  15  and  30  percent  of  the 
average  to  opt  out. 

An  alternative  approach  is  to  cross-subsidize  low-paid  workers'  accounts  directly. 
The  Mexican  government  ensures  a  contribution  of  at  least  5.5  percent  of  the  min- 
imum wage.  Coupled  with  a  tax-credit  system  that  boosts  the  incomes  of  low-paid 
workers,  this  encourages  Mexicans  into  the  formal  sector.  Together,  these  policies 
promote  broader  coverage  of  the  pension  system.  A  second  advantage  of  direct  sub- 
sidies is  that  they  make  the  redistribution  from  higher-paid  to  lower-paid  workers 
transparent. 

6.  Alternative  institutional  structures 

The  pension  plans  discussed  above  are  mainly  decentralized:  people  choose  be- 
tween a  range  of  competing  pension  fund  managers.  An  alternative  approach  is 
some  sort  of  collective  mechanism. 

Australia's  collectively  provided  industry  funds,  for  example,  charge  just  one  third 
of  the  price  of  funds  that  single  employers  buy  from  financial-services  companies. 
Australian  experts  have  proposed  that  this  intriguing  gap  reflects  'a  difference  in 
governance,  historical  ethos,  institutional  practices  and  industry  structure.'  Industry 
funds,  with  a  captive  membership,  have  no  need  for  marketing  or  a  sales  network. 
And  information,  services  and  investment  choice  tend  to  be  more  limited  in  the  in- 
dustry funds  than  they  are  in  the  retail  sector. 

A  step  further  is  to  move  to  a  single,  publicly  managed  fund.  However,  research 
has  shown  that  public  management  has  typically  led  to  poor  returns.  Even  with 
good  management,  the  state  as  a  large  shareholder  raises  corporate  governance  con- 
cerns that  are  very  difficult  to  resolve.10  Centralized  record-keeping  (as  in  Latvia 
and  Sweden,  for  example)  can,  nevertheless,  reduce  costs. 

Another  institutional  means  of  keeping  costs  low  is  to  'piggy-back'  on  existing 
structures.  For  example,  employer  pension  plans  in  the  United  Kingdom  have  been 
able  to  contract  out  of  the  public,  earnings-related  scheme  since  it  was  introduced 
in  the  late  1970s.  The  United  States  already  has  a  large,  employer-based  pension 
infrastructure,  including  401(k)s.  Costs  might  be  lower  if  individual  accounts  were 
merged  with  these  plans.  Such  a  policy  would,  however,  require  careful  attention 
to  the  regulation  and  supervision  of  these  plans,  particularly  401(k)s. 


10  See  Iglesias  and  Palacios  (2000)  and  Palacios  (2002). 
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7.  Restricting  choice  of  funds 

The  main  cost  of  strict  regulation  of  charges  is  the  reduction  in  pension  members' 
choice.  Low-cost  regimes,  such  as  the  thrift  savings  plan  (TSP)  for  federal  employees 
in  the  United  States,  offer  only  a  small  range  of  funds,  often  indexed  to  avoid  the 
extra  cost  of  active  management.  (TSP  charges  are  also  low  because  the  scheme  only 
deals  with  one  employer.)  Bolivia  offered  no  choice  of  fund  initially  and  only  a  choice 
between  two  funds  after  a  few  years. 

This  restriction  of  choice  has  a  cost.  Pension  members  are  unable  to  choose  invest- 
ments that  suit  their  preferences.  For  example,  older  members  might  want  to  invest 
more  conservatively  than  younger  people,  but  both  can  be  constrained  by  a  'one-size- 
fits-all'  fund. 

The  counterpart  to  restricted  choice  is  limits  to  competition,  which  might  result 
in  poorer  service  and  performance  than  a  deregulated,  decentralized  market. 

8.  Avoid  excessive  marketing  costs 

The  Latin  American  pension  reforms  have  been,  to  varying  degrees,  plagued  by 
excessive  marketing  costs.  Pension  funds  have  competed  fiercely  to  persuade  people 
to  switch  between  them.  Given  that  the  portfolios  of  the  different  funds  were,  until 
recently,  highly  uniform,  there  was  little  economic  reason  for  this  churning  of  mem- 
bers. More  recent  reformers  have  sought  to  avoid  this  problem.  In  Sweden,  for  ex- 
ample, the  contribution  to  the  new  individual  accounts  is  only  2.5  percent.  There 
was  therefore  a  risk  that  administrative  expenses  could  eat  up  a  substantial  propor- 
tion of  these  contributions.  Individuals  can  choose  to  invest  there  money  in  any  mu- 
tual fund.  But  record-keeping  is  centralized  (which  might  also  cut  costs)  and  fund 
managers  do  not  know  who  their  members  are  (so  reducing  the  inventive  for  exces- 
sive marketing  expenditure). 

9.  Promote  consolidation 

The  potential  for  economies  of  scale  in  managing  pension  funds  has  important 
consequences  for  public  policy  on  charges  and  industry  structure.  The  evidence,  un- 
fortunately, is  inconclusive.  Figure  5  showed  the  very  broad  distribution  of  charges 
across  providers  in  three  countries  with  mandatory  funded  pension  systems.  Despite 
this  variability,  there  is  no  relationship  between  fund  size  and  charges. 

Various  studies  have  suggested  anything  from  under  100,000  to  500,000  members 
as  the  minimum  to  achieve  efficient  scale.  In  mutual  fund  markets,  which  share 
many  of  the  features  of  pension  markets,  some  studies  have  suggested  that  the  fall 
in  costs  with  size  comes  to  a  halt  once  funds  reach  $0.5  billion.  Others  suggest  this 
could  be  as  high  as  $40  billion. 

Currently  available  evidence  does  not  demonstrate  that  highly  centralized  ap- 
proaches to  managing  funded  pensions  will  significantly  reduce  costs.  And  the  po- 
tential gains  must  be  balanced  against  the  cost  of  stifling  competition,  which  in  the 
medium  term  should  act  as  a  spur  to  innovation  and  cost  control. 

Conclusion 

Governments  should,  at  the  very  least,  ensure  clear  and  transparent  disclosure 
of  charges  so  that  people  can  compare  different  companies'  fees.  A  program  of  finan- 
cial education  that  spells  out  the  large  impact  charges  have  on  pension  values  would 
also  be  useful.  There  is  a  good  case  also  for  regulation  of  the  structure  of  charges, 
which  can  significantly  ease  comparisons  between  providers.  However,  imposing  a 
ceiling  on  charge  levels  has  the  risk  that  limits  are  set  at  the  wrong  level,  discour- 
aging entry  to  the  pensions  market  and  reducing  competition. 
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Chairman  MCCRERY.  Thank  you,  Mr.  Whitehouse.  Ms.  Coro- 
nado. 

STATEMENT  OF  JULIA  LYNN  CORONADO,  SENIOR  RESEARCH 
ANALYST,  WATSON  WYATT  WORLDWIDE 

Ms.  CORONADO.  Thank  you,  Mr.  Chairman.  I  will  be  talking 
about  Sweden's  reform.  Like  most  industrialized  nations,  Sweden 
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has  a  public  pension  system  that  is  financed  on  a  pay-as-you-go 
basis.  A  rapidly  aging  population  implied  a  projected  discrepancy 
between  payroll  tax  revenue  and  benefit  payments  that  was  twice 
the  country's  GDP  in  1996.  Prior  to  reform,  the  Swedish  system 
paid  out  benefits  according  to  an  aggressive  DB  formula,  and  on 
average  replaced  about  75  percent  of  pre-retirement  earnings  at 
age  65.  The  primary  impetus  for  reform  was  to  achieve  a  system 
whose  financing  was  stable  given  demographic  uncertainties  and 
economic  fluctuations.  Given  the  high  level  of  payroll  taxes  in  Swe- 
den, a  consensus  emerged  that  the  macroeconomic  implications  of 
balancing  the  system  through  an  increase  in  the  payroll  tax  were 
decidedly  undesirable.  To  create  a  sustainable  system,  policy  mak- 
ers sought  to  balance  social  protection  of  the  vulnerable  with  the 
need  for  a  tight  link  between  contributions  and  benefits,  in  order 
to  provide  appropriate  economic  incentives  and  to  enhance  the  effi- 
ciency of  the  system. 

The  new  public  pension  system  in  Sweden  is  a  DC  scheme  fund- 
ed mainly  on  a  PAYGO,  with  a  small  funded  component.  A  16  per- 
cent payroll  tax  funds  a  notional  DC  account  on  behalf  of  each 
worker.  The  account  is  notional  in  the  sense  that  there  are  not  sep- 
arate accounts  for  each  worker,  and  benefits  are  funded  through 
current  payroll  tax  revenue.  The  account  grows  with  payroll  tax 
contributions  as  well,  at  a  rate  of  return  that  is  based,  in  large 
part,  on  the  growth  rate  of  average  wages.  Upon  retirement,  the 
balance  in  the  notional  account  is  converted  to  an  annuity.  In  addi- 
tion to  the  notional  account,  workers  contribute  2.5  percent  of  their 
wages  to  an  individual  account  administered  by  the  government 
and  through  which  workers  can  invest  in  any  5  of  over  700  mutual 
funds  of  their  choosing.  Upon  retirement,  the  participant  can 
choose  to  convert  their  balance  in  the  individual  account  to  either 
a  fixed  or  variable  rate  annuity  that  is  purchased  directly  from  the 
government. 

A  number  of  macroeconomic  stabilizers  are  built  into  the  rate  at 
which  benefits  accrue.  If  the  system  is  in  actuarial  balance  then 
the  accounts  are  credited  annually  with  the  growth  rate  in  average 
wages.  However,  the  growth  in  average  wages  does  not  necessarily 
reflect  the  growth  in  the  contribution  base  if  cohorts  are  either 
growing  or  shrinking.  Thus,  in  the  event  that  an  actuarial  deficit 
or  surplus  opens  up,  policymakers  have  built  in  the  ability  to  devi- 
ate from  average  wage  indexation.  Upon  retirement,  the  annuity 
rate  will  depend  on  the  expected  survival  probabilities  for  each  co- 
hort so  that  participants  bear  the  risk  of  future  improvements  in 
life  expectancy  through  lower  replacement  rates,  although  the  gov- 
ernment continues  to  bear  the  risk  for  changes  in  mortality  after 
retirement.  Thus,  the  reform  transfers  much  of  the  economic  and 
demographic  uncertainties  directly  into  benefit  levels,  leaving  the 
financing  of  the  system  remarkably  robust  to  changing  economic 
conditions. 

In  exchange  for  this  added  uncertainty,  participants  have  much 
more  flexibility  in  how  they  take  their  retirement  benefits.  Retire- 
ment can  be  taken  as  early  as  61,  but  participants  will  realize  a 
steadily  higher  replacement  rate  the  longer  they  work.  This  is  a  far 
more  powerful  incentive  in  a  DB  system,  as  the  replacement  rate 
increases  not  only  with  the  actuarial  adjustments  to  benefits,  but 
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also  with  the  added  pension  rates  earned  through  more  years  of 
contributions  and  returns.  Benefits  in  the  notional  and  individual 
accounts  do  not  have  to  be  claimed  at  the  same  time  and  workers 
can  claim  full  or  partial  benefits  in  either,  so  that  retirement  in 
Sweden  will  likely  evolve  in  a  much  more  varied  process  across  in- 
dividuals and  cohorts. 

The  individual  accounts  are  administered  by  a  new  government 
agency  that  acts  as  a  record  keeper,  a  clearinghouse  for  investment 
transactions,  a  broker  on  investment  fees,  and  the  sole  provider  of 
annuities.  The  Swedish  administrative  model  was  designed  to 
avoid  the  high  costs  in  other  public  pension  systems.  Once  the 
funds  have  been  allocated  to  the  accounts,  employees  can  choose  a 
maximum  of  5  from  over  700  mutual  funds.  Sweden  opted  for  a  rel- 
atively unrestricted  choice  as  a  way  of  encouraging  competition,  al- 
lowing for  diversification  in  a  relatively  small  country,  and  miti- 
gating the  potential  for  political  interference  in  investment  man- 
agement. In  addition  to  allowing  for  risk  taking,  however,  facing 
such  a  vast  number  of  choices  is  potentially  overwhelming  to  inves- 
tors. Yet,  in  the  first  round  of  investment  choices  made  by  invest- 
ments in  2000,  more  than  two-thirds  of  participants  made  active 
choices  choosing  on  average  three-and-a-half  funds  of  different 
types. 

I  am  running  out  of  time  so,  let  me  skip  to  this.  We  can  get  to 
more  of  the  individual  details  of  the  individual  accounts  in  ques- 
tions. Just  another  key  point  to  make  is  that  the  government  nego- 
tiates a  fee  structure  with  the  participating  mutual  funds.  On  aver- 
age, this  has  resulted  in  an  expense  ratio  of  61  basis  points  of  as- 
sets. This  is  much  higher  than  the  six  basis  point  expense  ratio  in 
the  TSP,  however  the  system  is  in  a  startup  phase.  The  system  is 
currently  projecting  an  expense  ratio  of  30  basis  points  in  10  years. 
So,  what  can  the  United  States  learn  from  the  Swedish  experience 
is,  at  first  blush,  passing  the  uncertainty  on  to  benefit  levels  may 
seem  draconian,  but  it  should  be  kept  in  mind  that  Sweden  had  an 
extremely  high  level  of  benefits  prior  to  reform.  The  post  reform  re- 
placement rates  are  much  more  comparable  to  the  current  U.S.  So- 
cial Security  system.  Sweden  has  also  taken  the  approach  of  par- 
tially funding  retirement  benefits,  which  will  have  positive  macro- 
economic  ramifications  going  forward.  Finally,  their  design  for  the 
individual  account  tier  deserves  a  very  detailed  examination  should 
the  United  States  pursue  such  a  policy.  The  centralized  clearing- 
house model  balances  costs  with  private  market  incentives  and 
seems  to  be  very  promising.  That  concludes  my  remarks.  I  will  take 
questions. 

[The  prepared  statement  of  Ms.  Coronado  follows:] 

Statement  of  Julia  Lynn  Coronado,  Senior  Research  Analyst,  Watson  Wyatt 

Worldwide 

Sweden's  Public  Pension  Reform:  Lessons  for  the  United  States 

Overview  of  the  Swedish  Reform  Process 

Like  most  industrialized  nations,  Sweden  had  a  public  pension  system  established 
in  the  early  part  of  last  century  that  was  financed  on  a  pay-as-you-go  basis  (PAYG), 
meaning  that  current  payroll  taxes  funded  the  benefits  of  current  retirees.  Such  a 
system  was  made  feasible  by  a  growing  population  in  which  the  generations  of 
young  outnumber  the  elderly  by  a  considerable  margin.  However  also  in  concert 
with  most  other  industrialized  nations,  Sweden  saw  a  sea  change  in  the  demo- 
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graphics  of  its  populations  in  the  latter  part  of  the  century.  As  shown  in  Table  1, 
life  expectancies  in  Sweden  have  risen  considerably  while  birth  rates  have  declined. 
The  ratio  of  elderly  to  young  has  already  more  than  doubled  as  a  result.  Sweden's 
population  has  aged  more  rapidly  than  the  U.S.  with  a  ratio  of  elderly  to  young  that 
is  closer  to  Japan's.  A  rapidly  aging  system  places  pressure  on  PAYG  pension 
schemes  as  the  working  population  has  to  pay  higher  taxes  to  finance  a  given  level 
of  benefits  for  the  ever  larger  cohorts  of  elderly. 


Table  1 — Selected  Demographic  Characteristics  Placing  Pressure 

on 

PAYG  Social  Security  Systems 


Life  Expectancy 
at  Birth 

Fertility 
Rate 

Ratio  of  Elderly 
to  Youth* 

1950 

2010 

1950 

2010 

1950 

2010 

Sweden 

71.8 

81.1 

2.21 

1.34 

0.51 

1.34 

United  States 

68.9 

79.2 

3.45 

1.93 

0.37 

0.69 

Japan 

63.9 

83.3 

2.75 

1.43 

0.17 

1.62 

Source:  United  Nations,  World  Population  Prospects  (2000). 
*Ratio  of  people  over  60  to  people  under  20. 


The  aging  population  implied  a  projected  discrepancy  between  payroll  tax  revenue 
and  benefit  payments.  In  1996  the  projected  actuarial  deficit  of  the  system  was  esti- 
mated at  $500  billion,  or  twice  the  countries  GDP.  It  was  projected  that  the  payroll 
tax  would  have  to  rise  from  just  under  20  percent  to  something  in  the  neighborhood 
of  30  percent  to  fund  promised  benefits.  This  compares  with  the  current  projected 
unfunded  liability  in  the  U.S.  Social  Security  system  of  $11  trillion  over  an  infinite 
horizon,  or  1.2  percent  of  GDP.  In  the  absence  of  any  changes  to  the  system,  the 
payroll  tax  in  the  United  States  would  have  to  rise  from  the  current  rate  of  12.4 
percent  to  a  projected  18  percent  by  2079. 1 


Table  2 — Timeline  of  the  Swedish  Social  Security  Reform 


1984 

A  commission  is  appointed  to  study  options  for  reforming  the  social  security 
system. 

1990 

The  commission  presents  its  recommendations,  including  keeping  the  basic 
structure  of  the  system  intact,  raising  the  retirement  age  and  requiring 
more  years  of  work  to  qualify  for  a  full  benefit. 

1991 

The  government  changes  hands.  A  new  commission  is  appointed  with  a  man- 
date for  more  fundamental  reforms. 

1994 

The  second  commission  presents  its  recommendations;  essentially  a  blueprint 
for  the  reform  eventually  enacted.  These  are  approved  "in  principle:  by 
Parliament  and  a  working  group  is  established  to  draft  the  necessary  legis- 
lation. 

1998 

Parliament  passes  most  of  the  legislation  for  the  reform. 

2000 

The  first  investment  choices  by  participants  are  processed  for  the  individual 
account  component  of  the  system. 

Source:  Annika  Sunden,  "How  Will  Sweden's  New  Pension  System  Work?"  Center  for  Retirement  Research 
Issue  Brief  3,  2000,  Boston  College,  and  Edward  Palmer,  Testimony  Before  the  Subcommittee  on  Social  Secu- 
rity of  the  House  Committee  on  Ways  and  Means  (2001). 


Hence,  Sweden  was  under  considerable  pressure  to  address  the  projected  shortfall 
in  its  public  pension  system.  The  process  of  reform  began  in  1984  with  the  appoint- 
ment of  a  commission  to  study  options  and  issues  for  achieving  balance.  This  com- 
mission reported  its  findings  to  Parliament  in  1990.  The  report  favored  keeping  the 
basic  defined  benefit  framework  intact  while  reducing  benefits  through  increasing 


12005  Annual  Report  of  the  Board  of  Trustees  of  the  Federal  Old-Age  and  Survivors  Insurance 
and  Disability  Insurance  Trust  Funds. 
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the  retirement  age  and  requiring  more  years  in  the  labor  force  for  a  full  benefit. 
In  1991,  however,  the  government  changed  hands  and  the  new  coalition  government 
favored  more  fundamental  changes  to  the  system.  A  new  commission  was  appointed 
to  review  the  situation,  and  this  group  presented  its  recommendations  to  Parliament 
in  1994.  These  were  passed  "in  principle"  and  a  working  group  was  named  to  write 
the  necessary  legislation.  The  main  package  of  legislation  required  to  establish  the 
new  system  was  passed  in  1998.  The  lengthy  reform  process  in  Sweden  reflected  the 
need  for  broad  political  support  to  reform  such  a  comprehensive  system. 

The  Swedish  Social  Security  System  Prior  to  Reform 

Prior  to  the  reform,  the  system  was  financed  through  payroll  taxes  and  paid  out 
benefits  according  to  a  progressive  defined  benefit  formula.  Taxes  were  collected  and 
benefits  paid  out  in  a  two-tier  structure  that  separated  the  social  insurance  and  re- 
tirement saving  functions  of  the  system.  The  first  tier  was  a  non-means  tested  flat 
benefit  that  was  designed  to  provide  a  basic  floor  of  support  and  was  funded 
through  a  nearly  6  percent  payroll  tax  levied  on  employers.  This  first  tier  was  fairly 
generous  providing  a  benefit  in  1995  that  was  equal  to  roughly  18  percent  of  the 
average  wage  rate.  The  second  tier  of  benefits  was  explicitly  earnings-related  and 
was  meant  to  function  as  retirement  saving  by  replacing  a  similar  fraction  of  pre- 
retirement earnings  above  the  first  tier  of  benefits.  It  was  based  on  a  participant's 
highest  15  years  of  earnings  and  required  30  years  of  earnings  to  qualify  for  a  full 
benefit.  It  was  financed  by  a  13  percent  payroll  tax  on  employers.  Taken  together, 
the  two  tiers  of  benefits  implied  a  progressive  benefit  structure  since  the  first  tier 
replaced  a  higher  fraction  of  earnings  for  lower  income  workers.  On  average  the  sys- 
tem replaced  over  70  percent  of  pre-retirement  earnings. 

The  primary  impetus  for  reform  was  to  achieve  a  system  whose  finances  were  sta- 
ble given  demographic  uncertainties  and  economic  fluctuations.  Given  the  high  level 
of  payroll  taxes  in  Sweden,  a  consensus  emerged  that  the  macroeconomic  implica- 
tions of  balancing  the  system  through  an  increase  in  the  payroll  tax  were  decidedly 
undesirable.  To  create  a  sustainable  system,  policymakers  sought  to  balance  social 
protection  of  the  vulnerable  with  a  need  for  a  tighter  link  between  contributions  and 
benefits  in  order  to  provide  appropriate  economic  incentives  and  enhance  the  effi- 
ciency of  the  system.  Along  these  lines,  a  number  of  other  inequities  and  inefficien- 
cies were  identified  that  policymakers  sought  to  address  through  the  redesign  of  the 
system.  Two  perceived  shortcomings  of  the  system  are  of  note  in  comparing  the 
Swedish  reform  to  the  situation  in  the  United  States. 

The  first  of  these  were  problems  associated  with  the  fact  that  benefits  in  Sweden 
were  indexed  to  prices  rather  than  wages.  The  result  of  price  indexing  was  volatility 
of  replacement  rates  through  economic  cycles  when  wages  grew  either  more  slowly 
or  more  rapidly  than  prices.  In  addition,  because  benefits  were  paid  up  to  a  ceiling 
that  was  also  indexed  to  prices,  over  time  real  wage  growth  implied  that  the  system 
was  evolving  into  a  flat  benefit  system  and  the  link  between  taxes  paid  and  benefit 
received  was  eroding.  It  is  worth  noting  that  current  proposals  for  price  indexing 
benefits  in  the  United  States  would  also  likely  result  in  volatility  in  replacement 
rates  and  lead  the  system  toward  a  flat  benefit  structure. 

The  second  perceived  shortcoming  of  the  Swedish  social  security  system  prior  to 
reform  worth  noting  is  that  the  system,  which  features  a  formula  designed  to  result 
in  a  progressive  replacement  rate,  was  not  considered  to  be  as  progressive  in  prac- 
tice. This  owed  largely  to  the  use  of  the  15  highest  earning  years  in  determining 
the  benefit  level,  a  formula  that  redistributes  from  those  with  long  working  lives 
and  flat  earning  profiles  who  are  typically  lower  wage  workers,  to  those  with  shorter 
work  histories  and  steeper  earnings  profiles.2  Such  capricious  redistribution  has 
also  been  noted  in  the  current  U.S.  social  security  system  by  the  President's  Com- 
mission to  Strengthen  Social  Security.  A  number  of  research  papers  have  shown 
that,  owing  to  the  spousal  benefit  and  the  lack  of  distinction  between  households 
and  individuals,  the  current  system  in  the  U.S.  does  more  redistribution  between 
high  and  low  earners  within  households  than  across  households.3  Policymakers  in 
Sweden  made  transparency  of  redistribution  a  priority  in  the  reform  effort. 

The  Swedish  Public  Pension  System  Post  Reform 

The  new  public  pension  system  in  Sweden  is  a  defined  contribution  scheme  fund- 
ed mainly  on  a  PAYG  basis  with  a  small  funded  component.  A  16  percent  payroll 
tax  levied  equally  on  employers  and  employees  funds  a  notional  account  (NDC)  on 
behalf  of  each  worker.  The  account  grows  with  payroll  tax  "contributions"  as  well 


2  See  Annika  Sunden,  "How  Will  Sweden's  New  Pension  System  Work?"  Center  for  Retirement 
Research  Issue  Brief  3,  2000,  Boston  College. 

3  Interim  Report  of  the  President's  Commission  to  Strengthen  Social  Security,  August  2001. 


43 


as  a  rate  of  return  based  in  large  part  on  the  growth  rate  of  average  wages.  Upon 
retirement  the  balance  in  the  NDC  is  converted  to  an  annuity  using  an  assumed 
1.6  percent  real  average  salary  growth  rate  and  the  expected  life  expectancy  for  the 
cohort.  After  retirement  benefits  will  be  adjusted  for  salary  growth  that  differs  from 
1.6  percent.  In  addition  to  the  NDC,  workers  contribute  2.5  percent  of  wages  to  an 
individual  account  administered  by  the  government  and  through  which  workers  can 
invest  in  any  5  of  over  650  private  investment  funds  of  their  choosing.  Upon  retire- 
ment the  participant  can  choose  between  a  fixed  or  variable  rate  annuity  that  is 
purchased  directly  from  the  government. 

A  number  of  macroeconomic  stabilizers  are  built  into  the  rate  at  which  benefits 
accrue.  If  the  system  is  in  actuarial  balance  then  the  accounts  are  credited  annually 
with  the  growth  rate  in  average  wages.  However  the  growth  in  average  wages  does 
not  necessarily  reflect  the  growth  in  the  contribution  base  if  cohorts  are  growing  or 
shrinking.  Thus,  in  the  event  that  an  actuarial  deficit  or  surplus  opens  up,  policy- 
makers have  built  in  the  ability  to  deviate  from  average  wage  indexation.  In  addi- 
tion, balances  are  adjusted  upward  each  year  to  credit  surviving  members  of  a  co- 
hort with  the  balances  of  the  deceased  and  downward  for  administrative  costs.  Upon 
retirement,  the  annuity  rate  will  depend  on  the  expected  survival  probabilities  for 
each  cohort  so  that  the  beneficiaries  bear  the  risk  of  future  improvements  in  life 
expectancy  through  lower  replacement  rates,  although  the  government  continues  to 
bear  the  risk  for  changes  in  mortality  after  retirement.  Thus  the  reform  transfers 
much  of  the  economic  and  demographic  uncertainties  directly  into  benefit  levels 
leaving  the  financing  of  the  system  generally  quite  robust  to  changing  economic  con- 
ditions.4 

In  exchange  for  this  added  uncertainty,  participants  have  much  more  flexibility 
in  how  they  take  their  retirement  benefits.  Retirement  can  be  taken  as  early  as  61 
but  participants  will  realize  a  steadily  higher  replacement  rate  the  longer  they 
work.  This  is  a  more  powerful  incentive  in  a  defined  benefit  system  as  the  replace- 
ment rate  increases  not  only  with  the  actuarial  adjustment  as  in  a  defined  benefit 
system,  but  also  with  the  added  pension  rights  earned  through  more  years  of  con- 
tributions and  returns.  Benefits  in  the  NDC  and  the  individual  accounts  do  not  have 
to  be  claimed  at  the  same  time  and  workers  can  claim  full  or  partial  benefits  in  the 
both  the  NDC  and  from  the  individual  accounts  so  that  retirement  will  likely  evolve 
into  a  much  more  varied  process  across  individuals  and  cohorts. 

The  individual  accounts  are  administered  by  a  new  government  agency  that  acts 
as  a  record-keeper,  a  clearinghouse  for  investment  transactions,  a  broker  on  invest- 
ment fees,  and  the  sole  provider  of  annuities.  The  Pension  Premium  Agency  takes 
requests  for  allocations  and  trades,  aggregates  them  and  submits  them  in  bulk  to 
the  participating  mutual  funds  much  as  private  pension  plans  in  the  U.S.  currently 
manage  their  defined  contribution  accounts.  The  mutual  funds  thus  do  not  have  any 
information  on  individual  participants.  The  Swedish  administrative  model  was  de- 
signed to  avoid  the  high  costs  in  other  public  pension  systems  with  individual  ac- 
counts such  as  Chile  and  the  U.K.5  Contributions  are  collected  through  the  govern- 
ment tax  authority  so  as  to  minimize  the  burden  on  employers.  Employers  remit  the 
entire  payroll  tax  and  the  money  is  allocated  to  individuals  accounts  approximately 
18  months  later  when  income  tax  statements  are  filed  and  reconciled.  In  the  interim 
the  funds  are  invested  in  a  government  bond  fund. 

Once  the  funds  have  been  allocated  to  the  accounts,  employees  can  choose  a  max- 
imum of  five  funds  from  over  700  funds  representing  85  fund  companies  currently 
registered  to  participate  in  the  Swedish  system.  Some  of  these  funds  are  highly  spe- 
cialized in  particular  sectors  or  countries  allowing  for  substantial  risk  taking  by  par- 
ticipants. Sweden  opted  for  relatively  unrestricted  choice  as  a  way  of  encouraging 
competition,  allowing  for  diversification  in  a  relatively  small  country,  and  mitigating 
the  potential  for  political  interference  in  investment  management.6  In  addition  to 
allowing  for  risk  taking,  however,  facing  such  a  vast  number  of  choices  is  potentially 
overwhelming  to  investors.  Yet  in  the  first  round  of  investment  choices  made  by  in- 
vestors, more  than  two  thirds  made  an  active  choice  with  the  average  participant 
selecting  SVz  funds  of  different  types.  In  addition,  surveys  have  indicated  that  many 


4  The  central  government  does  bear  risk  through  the  pension  subsidy  for  lower  wage  workers 
and  earnings  credits  granted  to  stay  at  home  parents  and  unemployed,  both  of  which  are  fi- 
nanced with  general  revenues  and  can  fluctuate  with  changing  demographic  and  economic  condi- 
tions. 

5  See  discussion  in  Edward  Palmer  "The  Swedish  Pension  Reform  Model:  Framework  and 
Issues"  (2001). 

6  See  R.  Kent  Weaver  "Design  and  Implementation  Issues  in  Swedish  Individual  Accounts"  So- 
cial Security  Bulletin  vol  6  no  4  (2004). 
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of  those  who  did  not  make  an  active  choice  did  so  intentionally  as  they  preferred 
to  invest  in  the  default  fund. 

Such  a  high  level  of  active  participation  was  facilitated  by  a  massive  media  cam- 
paign by  both  the  government  and  private  mutual  fund  companies.  Investors  re- 
ceived, and  will  receive  annually,  a  catalog  of  all  the  funds  and  their  characteristics 
as  well  as  educational  materials  on  investing.  Subsequent  years  have  featured  sub- 
stantially lower  levels  of  active  participation.  This  is  part  because  the  new  partici- 
pants are  generally  young  new  entrants  to  the  labor  force,  but  is  also  possibly  influ- 
enced by  the  very  poor  stock  market  returns  of  recent  years  combined  with  the  rel- 
atively positive  performance  of  the  default  fund  and  the  lack  of  intense  media 
focus.7  Because  the  agency  that  administers  the  funds  must  pass  the  cost  of  investor 
education  on  through  higher  fees,  it  does  not  have  the  incentive  to  provide  extensive 
education  materials.  While  participants  receive  the  catalog  of  funds  and  a  personal 
statement  each  year,  the  level  of  information  in  the  media  has  declined  substan- 
tially years  following  the  start-up.  This  raises  the  broader  issue  of  who  should  be 
responsible  for  financial  education  in  a  system  where  all  members  of  society  are  re- 
quired to  participate  in  financial  markets. 

Another  key  issue  in  an  individual  account  system  is  the  design  of  the  default 
fund.  In  Sweden  the  default  fund  is  a  broadly  diversified  equity  fund.  If  active 
choices  by  new  entrants  remain  low,  this  fund  will  manage  an  increasingly  large 
pool  of  assets.  This  fund  was  set  up  to  have  an  independent  professional  staff  and 
has  achieved  competitive  returns  at  low  costs  to  date.  However  the  fund  decided 
independently  to  refrain  from  investing  in  particular  companies  based  on  inter- 
national labor  and  environmental  concerns  and  politicians  have  publicly  criticized 
the  fund  for  its  lack  of  Swedish  investments  so  that  the  potential  for  political  influ- 
ence on  investment  choices  is  already  apparent. 

Among  private  funds,  the  government  negotiates  a  fee  structure  with  partici- 
pating mutual  funds  that  is  designed  to  discourage  participation  by  high  fee  funds 
and  encourage  the  selection  of  low  fee  funds  by  participants.  Participants  to  date 
have  paid  administrative  fees  of  22  basis  points  of  assets  and  investment  fees  aver- 
aging 39  basis  points  of  assets  for  a  total  expense  ratio  of  61  basis  points.  Expenses 
are  thus  quite  a  bit  higher  than  the  6  basis  point  expense  ration  the  Federal  Em- 
ployee Thrift  Savings  Plan  which  is  frequently  cited  as  a  potential  model  for  the 
U.S.  in  administering  individual  accounts.  Nor  does  it  represent  a  substantial  im- 
provement over  the  Chilean  and  British  models.  However  the  system  is  in  its  start- 
up phase  and  so  expense  ratios  will  decline  as  a  fraction  of  assets  under  manage- 
ment as  balances  increase.  In  year  2020  the  administrative  fee  is  projected  to  be 
5  basis  points  and  the  asset  management  fee  25  basis  points.  The  Swedish  experi- 
ence does  indicate  that  the  first  generations  in  the  new  system  of  individual  ac- 
counts can  disproportionately  bear  the  start-up  costs. 

Lessons  for  the  United  States 

If  people  continue  to  retire  at  the  same  ages  they  have  in  recent  decades,  the  com- 
bination of  longer  life  expectancies  and  lower  fertility  rates  imply  the  likelihood  of 
slower  rates  of  improvement  in  our  standards  of  living.  Changes  to  PAYG  public  re- 
tirement programs  become  the  mechanism  for  allocating  the  resulting  economic  dis- 
appointment.8 Sweden  faced  the  fiscal  challenges  of  its  aging  population  head  on 
through  a  massive  scaling  back  of  benefits.  While  at  first  blush  this  may  seem  dra- 
conian,  it  should  be  kept  in  mind  that  Sweden  provided  an  extremely  high  level  of 
benefits  prior  to  reform,  providing  replacement  rates  at  age  65  upwards  of  75  per- 
cent. Through  the  process  of  reform  Sweden  created  a  system  with  a  much  clearer 
link  between  contributions  and  benefits  that  eliminated  disincentives  for  labor  sup- 
ply at  older  ages.  In  the  future,  the  likely  outcome  of  Sweden's  system  is  that  people 
will  postpone  retirement  in  order  to  maintain  their  standards  of  living.  This  in- 
crease in  labor  supply  will  have  positive  implications  for  macroeconomic  stability. 
One  concern  is  that  such  a  reduction  in  benefits  should  be  clearly  communicated  as 
such.  The  Swedish  government  does  send  out  a  yearly  statement,  "the  orange  enve- 
lope" giving  all  individuals  a  forecast  of  their  future  pension.  It  is  important  in  a 
pension  program  that  benefit  generosity  is  clearly  understood  by  participants  in 
order  that  they  can  make  their  personal  saving  decisions  accordingly.  Nearly  90  per- 
cent of  Swedes  are  covered  by  employer-sponsored  pensions  and  so  most  partici- 
pants already  have  a  vehicle  for  any  additional  saving  they  wish  to  undertake.  It 
also  remains  to  be  seen  whether  the  automatic  stabilizers  that  ensure  the  financial 


7  Weaver  (2004). 

8  Steven  A.  Nyce  and  Sylvester  J.  Schieber,  The  Economic  Implications  of  Aging  Societies:  The 
Costs  of  Living  Happily  Ever  After,  Cambridge  University  Press  (2005). 
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stability  of  the  system  through  adjustments  in  benefits  will  be  politically  sustain- 
able in  the  long  run. 

Sweden  has  also  taken  the  approach  of  partially  funding  retirement  benefits  in 
the  public  system  through  the  establishment  of  individual  accounts.  This  will  also 
have  positive  macroeconomic  ramifications  going  forward.  The  costs  of  the  public 
system  will  be  reduced  over  time  as  benefits  will  be  partially  funded  through  com- 
pound interest  and  more  capital  will  be  channeled  into  productive  use  in  the  private 
sector. 

Sweden's  design  for  their  individual  account  tier  is  certainly  worth  a  detailed  ex- 
amination should  the  U.S.  pursue  such  a  policy.  The  centralized  clearinghouse 
model  has  much  to  recommend  it  in  terms  of  cost  efficiencies  over  the  long  run.  It 
is  difficult  at  this  early  stage  in  the  Swedish  system  to  draw  conclusions  about  the 
investment  choices  of  participants,  however  issues  surrounding  the  design  of  default 
options  and  investor  education  are  not  easily  resolved  and  the  Swedish  example 
may  provide  valuable  lessons  about  what  policies  are  and  are  not  effective.  Indeed 
the  Swedish  government  recently  appointed  an  inquiry  to  review  ways  to  reduce  the 
number  of  funds,  evaluate  communication  and  administrative  and  investment  costs 
among  other  elements  of  the  system.  They  will  submit  their  final  report  this  fall. 


Table  3 — Comparison  of  Swedish  and  U.S.  Social  Security  Systems 


Sweden 

United  States  Current 

Pre-Reform 

Post-Reform 

System 

Taxes 

19%  payroll 

16%  payroll  for  notional 
defined  contribution 
account 

+  2.5%  deposited  into 
individual  account 

+  approximately  1% 
payroll  worth  of  gen- 
eral revenue 

12.4% 

Benefits 

Non  means  tested  flat 
Benefit  equal  to 
roughly  18  %  of  aver- 
age wage  rate 

Earnings  related  pen- 
sion calculated  using 
15  highest  earning 
years  indexed  for  in- 
flation and  requiring 
30  years  of  earnings 
for  full  benefit 

Normal  retirement  age 
of  65.  Early  retire- 
ment age  of  60. 

Provided  an  average 
single  worker  with  a 
replacement  rate 
around  70+  percent  of 
pre-retirement  earn- 
ings 

Benefits  based  on  the 
balances  in  the  no- 
tional defined  con- 
tribution account  and 
the  individual  ac- 
count. 

A  guaranteed  pension 
paid  directly  from  the 
states  budget  is  avail- 
able at  age  65  to  peo- 
ple earning  on  aver- 
age below  45  percent 
of  the  average  wage. 
Full  benefits  require 
that  the  individual 
been  living  in  Sweden 
for  40  years. 

Retirement  can  be  as 
early  as  61. 

Under  intermediate  as- 
sumptions provides 
an  average  single 
earner  with  a  replace- 
ment rate  around  46 
percent  at  age  65. 

Progressive  benefit  for- 
mula related  to  earn- 
ings calculated  on  35 
years  of  a  partici- 
pant's highest  earn- 
ings indexed  to  aver- 
age wage  growth  and 
requiring  10  quarters 
of  earnings  for  a  full 
benefit. 

Normal  retirement  age 
phasing  to  67.  Early 
retirement  age  of  62. 

Provides  an  average 
single  worker  with  a 
replacement  rate  of 
about  40  percent  of 
pre-retirement  earn- 
ings. 
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Table  3 — Comparison  of  Swedish  and  U.S.  Social  Security 
Systems — Continued 


Sweden 

United  States  Current 
System 

Pre-Reform 

Post-Reform 

System 
Finances 

Payroll  tax  rate  would 
have  to  rise  to  ap- 
proximately 30  per- 
cent to  fund  promised 
benefits 

Payroll  tax  fixed.  Bene- 
fits and  general  rev- 
enue contribution 
fluctuate  to  balance 
system. 

Payroll  tax  will  have  to 
rise  to  roughly  18 
percent  to  fund  cur- 
rently legislated  ben- 
efits. 

Chairman  MCCRERY.  Thank  you,  Ms.  Coronado.  Mr.  Vasquez. 

STATEMENT  OF  IAN  VASQUEZ,  DIRECTOR,  PROJECT  ON 
GLOBAL  ECONOMIC  LIBERTY,  CATO  INSTITUTE 

Mr.  VASQUEZ.  I  appreciate  the  opportunity  to  testify  today 
about  the  Chilean  private  pension  system,  especially  because  it  has 
become  the  model  for  countries  doing  the  same  thing  around  the 
world  or  considering  doing  such  reform.  In  1981,  Chile  became  the 
first  country  in  the  world  to  replace  its  bankrupt  PAYGO  pension 
system  with  an  investment-based  privately  managed  system  of  in- 
dividual retirement  accounts.  Chile's  pioneering  reform  created  a 
fully  funded  system  whose  principal  features  are  individual  choice, 
clearly  defined  property  rights,  and  the  private  administration  of 
accounts.  By  linking  effort  and  reward,  the  reform  offers  proper  in- 
vestment and  work  incentives,  and  that  has  contributed  to  Chile's 
impressive  rates  of  growth.  It  is  said  that  the  reform  itself  is  prob- 
ably responsible  for  up  to  a  quarter  of  the  increase  in  the  growth 
rate  and  up  to  a  third  of  the  increase  in  savings  rates  in  the  coun- 
try. Today,  95  percent  of  Chilean  workers  have  joined  the  system. 
The  pension  funds  have  accumulated  assets  of  some  $58  billion, 
which  represent  about  75  percent  of  Chilean  GDP,  and  the  average 
real  rate  of  return  on  the  pension  funds  has  been  10.24  percent. 

The  way  the  system  operates  is  clear  and  simple.  Every  month 
workers  deposit  10  percent  of  the  first  $22,000  of  earned  income  in 
their  own  individual  pension  savings  accounts,  which  are  then 
managed  by  specialized  fund  administration  companies  of  their 
choice.  These  companies  invest  the  workers'  savings  in  a  portfolio 
of  bonds  and  stocks  that  are  subject  to  regulations,  and  at  retire- 
ment, use  the  funds  in  their  accounts  to  purchase  annuities  or 
make  programmed  withdrawals,  or  they  can  take  a  combination  of 
the  two.  The  government  provides  a  safety  net  for  those  workers 
who,  at  retirement,  do  not  have  enough  funds  in  their  accounts  to 
provide  a  minimum  pension. 

The  reform  itself  had  clear  and  simple  rules  when  it  began. 
Workers  already  in  the  labor  force  were  given  a  choice  to  join  the 
new  system  or  to  remain  in  the  old.  Those  who  chose  to  switch  to 
the  private  system  were  given  "recognition  bonds"  that  reflected 
past  contributions  to  the  public  pension  program  and  that  are  paid 
by  the  government  when  the  worker  retires.  New  entrants  into  the 
labor  force  were  required  to  join  the  new  pension  system,  thus 
eventually  ending  the  unsustainable  PAYGO  system.  The  benefits 
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of  those  already  retired  were  not  affected.  In  the  new  private  sys- 
tem, workers  have  become  owners  of  the  means  of  production,  or 
"worker  capitalists,"  as  Jose  Pinera,  the  architect  of  the  program, 
likes  to  say.  This  is  a  real  paradigm  shift  in  Chile  because  it  re- 
flects a  move  from  a  consumption-based  system  to  an  investment- 
based  system,  and  has  depoliticized  a  large  part  of  the  Chilean 
economy. 

Critics  of  the  system,  however,  often  point  to  high  administrative 
costs,  the  lack  of  portfolio  choice,  low  participation  rates,  and  so  on. 
Some  of  these  criticisms  are  misinformed.  Some  are  highly  mis- 
leading. Some  were  a  reflection  of  over-regulation  within  the  sys- 
tem itself.  For  example,  administrative  costs  in  Chile  are  0.66  per- 
cent of  assets  under  management,  and  this  compares  favorably  to 
the  U.S.  mutual  fund  industry,  where  the  costs  are  more  than  1 
percent.  Another  criticism  sometimes  heard  is  that  the  coverage 
under  the  new  system  is  low.  In  fact,  in  Chile  about  30  percent  of 
the  working  population  is  self-employed  and  not  required  to  join 
the  system.  By  any  measure,  coverage  in  the  new  system  is  more 
complete  than  coverage  under  the  old  system,  as  I  show  in  a  graph 
in  my  written  testimony. 

As  the  system  has  matured,  Chilean  authorities  have  taken  im- 
portant steps  to  liberalize  the  pension  system  further.  The  most 
important  structural  reform  of  recent  years  has  been  the  introduc- 
tion of  multiple  investment  funds.  The  pension  fund  companies 
now  can  offer  five  different  funds  to  each  worker  that  range  from 
very  low  risk  to  high  risk,  and  this  has  the  advantage  of  allowing 
workers  to  make  prudent  changes  to  the  risk  profile  of  their  port- 
folios as  they  get  older.  Other  reforms  have  taken  place  to  continue 
to  improve  the  system,  and  I  think  others  can  be  introduced.  One 
of  the  most  important  reforms  to  the  system  that  I  would  suggest 
is  liberalizing  the  commission  structure  even  more,  so  that  pension 
fund  companies  can  charge  different  rates  to  different  customers. 
In  summary,  the  Chilean  private  pension  system  is  a  success  story 
by  any  measure  and  deservedly  continues  to  be  the  model  for  rich 
countries  and  poor  countries  around  the  world. 

[The  prepared  statement  of  Mr.  Vasquez  follows:] 

Statement  of  Ian  Vasquez,  Director,  Project  on  Global  Economic  Liberty, 

Cato  Institute 

Mr.  Chairman  and  members  of  the  Subcommittee,  I  appreciate  the  opportunity  to 
testify  today  on  Chile's  private  pension  system,  especially  since  it  has  become  the 
model  for  countries  around  the  world  that  have  reformed  their  public  pension  sys- 
tems or  are  considering  doing  so.1 

In  1924  Chile  was  the  first  country  in  the  hemisphere  to  implement  a  state-run 
retirement  system.  In  1981,  Chile  became  the  first  country  in  the  world  to  replace 
its  bankrupt  pay-as-you-go  pension  system  with  an  investment-based  privately  man- 
aged system  of  individual  retirement  accounts.  The  problems  that  are  currently  put- 
ting pressure  on  workers  and  public  retirement  programs  in  so  many  countries  also 
plagued  Chile's  government-run  system,  ultimately  making  it  fiscally  unviable:  pay- 
roll taxes  were  high  and  saw  large  increases,  the  implicit  debt  of  the  public  system 
was  over  100  percent  of  GDP,  the  ratio  of  workers  to  retirees  saw  a  significant  and 
continuous  decline,  and  the  government  was  contributing  to  more  than  a  third  of 
the  public  pension  system's  revenues.2 


XI  thank  Jacobo  Rodriguez  from  whose  work  I  have  borrowed  liberally  and  with  permission. 
2Jacobo  Rodriguez,  "Chile's  Private  Pension  System  at  18:  Its  Current  and  Future  Chal- 
lenges," Cato  Institute  Social  Security  paper  no.  17,  1999,  p.  3. 
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Chile's  pioneering  reform  addressed  the  above  problems  by  creating  a  fully  funded 
system  whose  principal  features  are  individual  choice,  clearly  defined  property 
rights,  and  the  private  administration  of  accounts.  By  linking  effort  and  reward,  the 
reform  offers  proper  investment  and  work  incentives,  and  has  contributed  to  Chile's 
impressive  growth  rates. 

Since  the  private  pension  system  was  implemented,  labor  force  participation,  pen- 
sion fund  assets,  and  benefits  have  increased.  Today,  95  percent  of  Chilean  workers 
have  joined  the  system;  the  pension  funds  have  accumulated  assets  of  some  $58  bil- 
lion, amounting  to  more  than  75  percent  of  Chilean  GDP;  and  the  average  real  rate 
of  return  on  the  pension  funds  has  been  10.24  percent.3 

The  Chilean  Private  Pension  System 

Every  month  workers  deposit  10  percent  of  the  first  $22,000  of  earned  income  in 
their  own  individual  pension  savings  accounts,  which  are  managed  by  the  special- 
ized pension  fund  administration  company  of  their  choice. (There  are  currently  six 
competing  pension  fund  companies  in  Chile.)  Those  companies  invest  workers'  sav- 
ings in  a  portfolio  of  bonds  and  stocks,  subject  to  government  regulations  on  the  spe- 
cific types  of  instruments  and  the  overall  mix  of  the  portfolio.  Fund  managers  can 
invest  up  to  30  percent  of  the  portfolio  overseas,  a  measure  that  allows  workers  to 
hedge  against  currency  fluctuations  and  country  risk.  At  retirement,  workers  use 
the  funds  accumulated  in  their  accounts  to  purchase  annuities  from  insurance  com- 
panies. Alternatively,  workers  make  programmed  withdrawals  from  their  accounts 
(the  amount  of  those  withdrawals  depends  on  the  worker's  life  expectancy  and  those 
of  his  dependents);  or  a  worker  can  choose  temporary  programmed  withdrawals  with 
a  deferred  lifetime  annuity. 

The  government  provides  a  safety  net  for  those  workers  who,  at  retirement,  do 
not  have  enough  funds  in  their  accounts  to  provide  a  minimum  pension.  But  be- 
cause the  new  system  is  much  more  efficient  than  the  old  government-run  system 
and  because,  to  qualify  for  the  minimum  pension  under  the  new  system,  a  worker 
must  have  at  least  20  years  of  contributions,  the  cost  to  the  taxpayer  of  providing 
a  minimum  pension  funded  from  general  government  revenues  has  so  far  been 
small — about  0.1  percent  of  GDP.4  (Of  course,  that  cost  is  not  new;  the  government 
also  provided  a  safety  net  under  the  old  program.)  Those  who  have  not  contributed 
for  20  years  and  have  not  accumulated  sufficient  funds  to  meet  the  minimum  pen- 
sion can  apply  for  a  lower  welfare-type  pension. 

When  the  reform  began,  workers  already  in  the  labor  force  were  given  a  choice 
to  join  the  new  system  or  remain  in  the  old.  Those  who  chose  to  switch  to  the  pri- 
vate system  were  given  "recognition  bonds"  that  reflected  past  contributions  to  the 
public  pension  program  and  that  are  paid  by  the  government  upon  a  worker's  reach- 
ing the  legal  retirement  age.  New  entrants  into  the  labor  force  were  required  to  join 
the  new  pension  system,  thus  eventually  ending  the  unsustainable  pay-as-you-go 
system.  The  benefits  of  those  already  retired  and  receiving  a  pension  at  the  time 
of  the  reform  were  not  affected. 

The  transition  to  the  private  system  was  financed  in  a  number  of  ways.  It  should 
be  noted  that  the  net  economic  costs  of  moving  from  an  unfunded  pay-as-you-go  sys- 
tem to  a  fully  funded  system  are  zero.  That  is  to  say,  the  total  funded  and  unfunded 
debt  of  a  country  does  not  change  by  moving  from  an  unfunded  system  to  a  funded 
one.  There  is,  however,  a  cash  flow  problem  when  moving  toward  a  fully  funded  re- 
tirement system.  In  the  case  of  Chile,  transition  costs  can  be  broken  down  into  three 
different  parts.  First,  there  is  the  cost  of  paying  for  the  retirement  benefits  of  those 
workers  who  were  already  retired  when  the  reform  was  implemented  and  of  those 
workers  who  chose  to  remain  in  the  old  system.  That  makes  up  by  far  the  largest 
share  of  the  transition  costs  at  present.  These  costs  will  decline  as  time  goes  by. 
Second,  there  is  the  cost  of  paying  for  the  recognition  bonds  given  to  those  workers 
who  moved  from  the  old  system  to  the  new  in  acknowledgement  of  the  contributions 
they  had  already  made  to  the  old  system.  Since  these  bonds  will  be  redeemed  when 
the  recipients  retire,  this  cost  to  the  government  will  gradually  increase  as  transi- 
tion workers  retire  (but  will  eventually  disappear).  It  is  worth  stressing  that  these 
are  new  expenditures  only  if  we  assume  that  the  government  would  renege  on  its 
past  promises.  The  third  cost  to  the  government  is  that  of  providing  a  safety  net 
to  the  system,  a  cost  that  is  not  new  in  the  sense  that  the  government  also  provided 
a  safety  net  under  the  old  pay-as-you-go  system. 

To  finance  the  transition,  Chile  used  five  methods.  First,  it  issued  new  govern- 
ment bonds  to  acknowledge  part  of  the  unfunded  liability  of  the  old  pay-as-you-go 


3  For  detailed  statistics  of  the  Chilean  pension  system,  see  the  website  of  the  Superintendencia 
de  AFPs,  the  Chilean  government  regulator  of  the  private  pension  system,  www.safp.cl. 

4  Ministry  of  Finance,  Chile. 
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system.  Second,  it  sold  state-owned  enterprises.  Third,  a  fraction  of  the  old  payroll 
tax  was  maintained  as  a  temporary  transition  tax.  That  tax  had  a  sunset  clause  and 
is  zero  now.  Fourth,  it  cut  government  expenditures.  And,  fifth,  pension  privatiza- 
tion and  other  market  reforms  have  contributed  to  high  growth  in  Chile,  which  in 
turn  has  increased  government  revenues,  especially  those  coming  from  the  value 
added  tax. 

In  sum,  the  transition  to  the  new  system  has  not  been  an  added  burden  on  Chile 
because  the  country  was  already  committed  to  paying  retirement  benefits.  On  the 
contrary,  the  transition  has  actually  reduced  the  economic  and  fiscal  burden  of 
maintaining  an  unsustainable  system. 

In  the  new  private  system,  workers  have  become  owners  of  the  means  of  produc- 
tion, or  "worker  capitalists,"  in  the  words  of  Jose  Pihera,  Chile's  former  minister  of 
labor  and  social  security  who  implemented  the  reform.5  This  paradigm  shift  from 
a  consumption  to  an  investment-based  system  has  positively  impacted  the  country's 
political  economy  by  reducing  class  conflict  and  depoliticizing  a  large  part  of  Chilean 
economy. 

Commonly  Heard  Criticisms  of  the  Chilean  System 

Critics  of  the  Chilean  system,  however,  often  point  to  high  administrative  costs, 
lack  of  portfolio  choice,  and  the  high  number  of  transfers  from  one  fund  to  another 
as  evidence  that  the  system  is  inherently  flawed  and  inappropriate  for  other  coun- 
tries, including  the  United  States.  Some  of  those  criticisms  are  misinformed.  For  ex- 
ample, administrative  costs  are  less  than  1  percent  of  assets  under  management, 
a  more  favorable  figure  than  management  costs  in  the  U.S.  mutual  fund  industry. 
Other  criticisms  are  highly  misleading.  To  the  extent  the  criticisms  are  valid,  short- 
comings in  the  private  system  typically  result  from  excessive  government  regulation. 

In  Chile  pension  fund  managers  compete  with  each  other  for  workers'  savings  by 
offering  lower  prices,  products  of  a  higher  quality,  better  service  or  a  combination 
of  the  three.  The  prices  or  commissions  workers  pay  the  managers  are  heavily  regu- 
lated by  the  government.  For  example,  commissions  must  be  a  certain  percentage 
of  contributions  regardless  of  a  worker's  income.  As  a  result,  fund  managers  are  pre- 
vented from  adjusting  the  quality  of  their  service  to  the  ability  (or  willingness)  of 
each  segment  of  the  population  to  pay  for  that  service.  That  rigidity  also  explains 
why  the  fund  managers  have  an  incentive  to  capture  the  accounts  of  high-income 
workers,  since  the  profit  margins  on  those  accounts  are  much  higher  than  on  the 
accounts  of  low-income  workers. 

The  product  that  the  managers  provide — that  is,  return  on  investment — is  subject 
to  a  government-mandated  minimum  return  guarantee  (a  fund's  return  cannot  be 
more  than  2  or  4  percentage  points,  depending  on  the  type  of  fund,  or  50  percent 
below  the  industry's  average  real  return  in  the  last  36  months).  That  regulation 
forces  the  funds  to  make  similar  investments  and,  consequently,  have  very  similar 
portfolios  and  returns. 

Thus,  the  easiest  way  for  a  pension  fund  company  to  differentiate  itself  from  the 
competition  is  by  offering  better  customer  service,  which  explains  why  marketing 
costs  and  sales  representatives  are  such  an  integral  part  of  the  fund  managers'  over- 
all strategy  and  why  workers  often  switch  from  one  company  to  another. 

The  following  is  a  closer  look  at  some  of  the  more  frequently  heard  criticisms  of 
Chile's  private  pension  system. 

"The  Administrative  Cost  are  Too  High" 

Critics  often  claim  that  the  commissions  that  workers  pay  to  the  pension  funds 
are  exorbitant.  The  often-cited  figure  of  18-20  percent  represents  administrative 
costs  as  a  percentage  of  current  contributions,  which  is  not  how  administrative  costs 
are  usually  measured.  This  figure  is  usually  obtained  by  dividing  the  commission 
fee,  which  is  on  average  equivalent  to  2.37  percent  of  taxable  wages,  by  the  total 
contribution  (10  percent  plus  the  commission).  This  calculation  fails  to  take  into  ac- 
count that  the  2.3  percent  includes  the  life  and  disability  insurance  premiums 
(about  0.95  percent  of  taxable  wages  on  average6)  that  workers  pay,  which  are  de- 
ducted from  the  variable  commission,  and  thus  overstates  administrative  costs  as 
a  percentage  of  total  contributions. 

The  proper  way  to  measure  administrative  costs  is  as  a  percentage  of  assets  under 
management.  In  Chile,  the  administrative  costs  of  the  private  pension  system  are 


5  See  Jose  Pinera,  "Liberating  Workers:  The  World  Pension  Revolution,"  Cato's  Letter  no.  15, 
2001.  ,  . 

6  Ruben  Castro,  "Seguro  de  Invalidez  y  Sobrevivencia:  Que  Es  y  Que  Le  Esta  Pasando," 
Documento  de  Trabajo  no.  5,  Superintendencia  de  AFP,  May  2005,  p.  12. 
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0.66  percent  of  assets  managed.7  The  Chilean  pension  fund  administrators'  associa- 
tion calculates  that  the  commissions  the  industry  charges  are  0.63  percent  of  assets 
under  management,  far  lower  than  such  fees  charged  by  other  fund  managers  in- 
cluding U.S.  mutual  funds  that  charge  about  1.38  percent.8 

Prior  to  the  above  findings,  others  have  calculated  similarly  low  administrative 
costs.  Chilean  economist  Salvador  Valdes  estimated  the  average  annual  cost  of  the 
AFP  system  to  be  equivalent  to  0.84  percent  of  total  assets  under  management  over 
the  life  cycle  of  the  worker.9  The  Congressional  Budget  Office  estimated  in  1999 
that  the  administrative  costs  of  private  retirement  accounts  in  Chile  "can  be  equiva- 
lently  expressed  as  1  percent  of  assets." 10  When  administrative  costs  are  compared 
to  the  old  government-run  system,  the  criticism  is  even  less  convincing.  Chilean 
economist  Raul  Bustos  Castillo  has  estimated  the  costs  of  the  new  system  to  be  42 
percent  lower  than  the  average  costs  of  the  old  system.11 

To  the  extent  that  such  administrative  costs  are  still  considered  too  high,  that  is 
the  result  of  government  regulations  on  the  commissions  the  AFPs  can  charge  and 
on  the  investments  these  companies  can  make.  The  existence  of  a  "return  band"  pre- 
vents investment  product  differentiation  among  the  different  AFPs.  As  a  result,  the 
way  an  individual  AFP  tries  to  differentiate  itself  from  the  competition  is  by  offering 
better  service  to  its  customers.  One  way  to  provide  better  service  would  be  to  offer 
a  discount  on  the  commission  fee  to  workers  who  fit  a  certain  profile — e.g.,  workers 
who  have  maintained  their  account  for  an  extended  period  of  time  or  who  contribute 
a  certain  amount  of  money  to  their  accounts;  however,  government  regulations  do 
not  allow  that.  Those  regulations  state  that  the  AFPs  may  only  charge  a  commission 
based  on  the  worker's  taxable  income  and  expressed  as  a  percentage  of  that  income. 

"The  Coverage  Under  the  New  System  is  Low" 

Critics  also  say  that  some  30-40  percent  of  Chilean  workers  are  not  participating 
in  the  private  system.  Although  the  number  of  Chileans  participating  in  the  private 
system  is  actually  greater  than  the  work  force  (some  Chileans  affiliated  to  the  pri- 
vate system  have  left  the  work  force),  only  about  61  percent  of  those  participating 
in  the  employed  work  force  regularly  contribute  to  their  private  accounts.  According 
to  the  Chilean  pension  fund  regulatory  agency,  that  method  of  calculation  underesti- 
mates real  coverage  because  it  counts  only  workers  who  have  contributed  in  a  par- 
ticular month  even  though  other  workers  who  made  contributions  in  previous 
months  will  also  receive  benefits  from  the  system.  Including  workers  who  have  con- 
tributed within  the  past  year,  coverage  in  the  private  system  amounted  to  69.7  per- 
cent of  the  work  force,  which  is  greater  than  that  of  the  previous  public  system  in 
the  four  years  prior  to  the  reform.  From  1976-1980,  coverage  under  the  old  system 
"averaged  67  percent  of  the  workforce,  with  a  clear  downward  trend." 12 

Others  have  also  found  that  coverage  in  the  private  system  is  greater  than  that 
of  the  old  system.  Measuring  coverage  as  those  who  contribute  on  a  regular  monthly 
basis,  the  percentage  of  the  employed  work  force  covered  in  the  private  system 
(more  than  60  percent)  is  superior  to  the  coverage  of  the  old  system  before  reform 
(54  percent  in  1980)  and  it  has  been  increasing.  See  graph  below.13 

Several  factors  explain  why  coverage  is  not  higher  in  Chile.  The  self-employed, 
who  represent  about  30  percent  of  the  work  force,  are  not  required  to  participate 
in  the  private  system.  Only  about  6  percent  of  the  self-employed  contribute  on  a  reg- 
ular basis.  Workers  who  are  unemployed  also  do  not  contribute  to  the  system  (the 
unemployment  rate  has  been  between  8-10  percent  in  Chile  in  the  past  five  years.) 
Moreover,  of  the  3.4  million  people  affiliated  with  the  private  pension  system,  1.44 
million — including  students  or  women  who  have  stopped  working  to  care  for  chil- 


7  Superintendencia  de  AFP,  The  Chilean  Pension  System  (Santiago:  Superintendencia  de  AFP, 
2003),  p.  154. 

8Asociacion  AFP,  "The  AFPs  Charge  Lower  Commissions  Than  Other  Institutions,  Both  Local 
and  Foreign,"  Research  Series  paper  no.  42,  June  2004,  available  at  www.afp-ag.cl. 

9  Salvador  Valdes,  "Las  Comisiones  de  las  AFPs  <i,Caras  o  Baratas?"  Estudios  Publicos,  Vol. 
73  (Verano  1999):  255-91. 

10  Congressional  Budget  Office,  Social  Security  Privatization:  Experiences  Abroad,  sec.  2,  p.  7 
(January  1999). 

11  Raul  Bustos  Castillo,  "Reforma  a  los  Sistemas  de  Pensiones:  Peligros  de  los  Programas 
Opcionales  en  America  Latina."  In  Sergio  Baeza  and  Francisco  Margozzini,  eds.,  Quince  Anos 
Despues:  Una  Mirada  al  Sistema  Privado  de  Pensiones  (Santiago,  Chile:  Centro  de  Estudios 
Publicos,  1995),  pp.  230-1.  However,  comparing  the  administrative  costs  of  the  old  system  with 
those  of  the  new  one  is  inappropriate,  because  the  underlying  assumption  when  making  that 
comparison  is  that  the  quality  of  the  product  (or  the  product  itself)  being  provided  is  similar 
under  both  systems,  which  is  certainly  not  the  case  in  Chile. 

J2The  Chilean  Pension  System,  pp.  120-23. 
i:i  Asociacion  AFP. 
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dren,  for  example — are  not  currently  in  the  work  force.14  There  is  also  a  large  infor- 
mal economy,  which  is  typical  of  developing  countries.  Lastly,  the  evidence  suggests 
a  strong  relationship  between  economic  development  and  the  level  of  coverage 
around  the  world  (higher  per  capita  incomes  correlate  with  higher  coverage).15 


Evolution  of  Pension  Coverage 
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In  short,  the  level  of  coverage  under  the  system  does  not  reflect  negatively  on  the 
private  pension  system  itself.  To  the  extent  that  coverage  could  improve,  factors  not 
inherent  to  the  private  system,  such  as  rigidities  in  the  labor  market  and  the  size 
of  the  informal  economy,  would  have  to  be  addressed  by  other  public  policies.  In  ad- 
dition, only  beginning  around  the  year  2025,  when  the  first  generation  of  workers 
who  have  contributed  during  their  entire  working  lives  begins  to  retire,  will  it  be 
fair  to  compare  the  private  system  with  the  old  system. 

"Too  Many  Workers  Will  Depend  on  the  Minimum  Pension  and  the  System 
Will  Impose  Large  Costs" 

The  Chilean  finance  ministry  estimates  that  the  average  number  of  minimum 
pensions  that  it  will  be  supplementing  per  month  in  2005  will  be  65,000.  The  costs 
of  doing  so  are  minimal  and  currently  stand  at  0.1  percent  of  GDP.  Part  of  the  rea- 
son that  the  cost  is  low  is  that  the  government  does  not  provide  the  full  amount 
of  the  minimum  pension  since  a  worker  has  some  assets  in  his/her  account.  On  aver- 
age, the  government  provides  20-30  percent  of  the  capital  needed  to  finance  the 
minimum  pension.  Indeed,  the  public  cost  of  financing  pensions,  most  of  which  is 
made  up  of  meeting  the  obligations  of  the  old  system,  is  projected  to  continue  falling 
(see  Table  l).16 


Table  1:  Civil  Social  Security  Deficit  Forecast 


Year 

Public 
Pensions 

Recognition 
Bonds 

Welfare 
Pensions 

Minimum 

AFP 
Pensions 

Total 

2002 

3%  GDP 

1.2%  GDP 

0.4%  GDP 

0.1%  GDP 

4.7%  GDP 

2010 

2%  GDP 

1.2%  GDP 

0.4%  GDP 

0.27%  GDP 

3.87%  GDP 

14  Ibid. 

15  Robert  Holzmann,  Truman  Packard,  and  Jose  Cuesta,  "Extending  Coverage  in  Multipolar 
Pension  Systems:  Constraints  and  Hypotheses,  Preliminary  Evidence  and  Future  Research 
Agenda,"  in  Robert  Holzmann  and  Joseph  E.  Stiglitz,  eds.  New  Ideas  About  Old  Age  Security 
(Washington:  World  Bank,  2001),  p.  454;  and  Asociacion  AFP. 

16  Ministry  of  Finance  and  Asociacion  AFP,  "The  AFP  System:  Myths  and  Realities,"  August 
2004,  available  at  www.afp-ag.cl. 
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Table  1:  Civil  Social  Security  Deficit  Forecast — Continued 


Year 

Public 
Pensions 

Recognition 
Bonds 

Welfare 
Pensions 

Minimum 

AFP 
Pensions 

Total 

Difference 

- 1%  GDP 

0%  GDP 

0%  GDP 

0.17%  GDP 

-0.83  GDP 

REDUCTION  OF  FISCAL  SPENDING  ON  PENSIONS:  -0.83%  OF  GDP 

(Source:  Ministry  of  Finance:  Budget  Department,  Macroeconomic  Aspects  of  the  Draft  Law  for  the  Public 
Sector,  2002;  and  Asociacion  AFP) 


It  is  estimated  that  the  percentage  of  members  affiliated  to  the  private  pension 
system  that  will  receive  government  supplements  for  the  minimum  pension  (only 
those  who  have  contributed  20  years  are  eligible)  will  vary  between  1.9  and  10.5 
percent  depending  on  the  rates  of  return.17 

"Workers   Change   Pension  Fund  Administration   Companies   Too  Fre- 
quently" 

Because  of  investment  regulations  and  rules  on  fees  and  commissions,  product  dif- 
ferentiation is  low.  Thus  companies  compete  by  offering  gifts  or  other  incentives  for 
workers  to  switch  to  their  companies.  Switchovers  increased  dramatically  from 
1988,  the  year  when  the  requirement  to  request  in  person  the  change  from  one  AFP 
to  another  was  eliminated,  until  1997,  when  the  government  reintroduced  some  re- 
strictions to  make  it  more  difficult  for  workers  to  transfer  from  one  AFP  to  another. 
The  number  of  transfers  in  1998-2000  decreased  to  less  than  700,000,  less  than 
500,000,  and  slightly  more  than  250,000,  respectively,  from  an  all-time  high  of  al- 
most 1.6  million  in  1997.  Transfers  have  since  fallen  to  about  228,000  per  year. 

Liberalizing  the  Chile's  Private  Pension  System 

It  is  clear  that  some  of  the  regulations  mentioned  above  have  become  outdated 
and  may  negatively  affect  the  future  performance  of  the  system.  Fortunately,  Chil- 
ean authorities  have  taken  some  important  steps  in  addressing  the  challenges  of  a 
more  mature  system. 

The  most  important  structural  reform  in  recent  years  is  the  introduction  of  mul- 
tiple investment  funds.  Up  until  2000,  the  pension  fund  management  companies 
could  only  manage  one  fund.  That  year,  the  regulatory  framework  was  changed  to 
allow  the  AFPs  to  offer  a  second  fund,  invested  only  in  fixed  income  instruments. 
That  reform  proved  to  be  insufficient,  as  very  few  workers  decided  to  switch  their 
savings  from  the  diversified  fund  to  the  fixed-income  one.  Indeed,  consumer  demand 
for  the  fixed-income  fund  was  negligible.  What  was  needed  was  to  let  pension  fund 
management  companies  manage  more  than  one  variable-income  fund. 

Chilean  authorities  finally  adopted  this  reform  in  early  2002  when  they  instituted 
a  rule  that  mandated  AFPs  to  offer  5  different  funds  that  range  from  very  low  risk 
to  high  risk.  One  advantage  of  having  several  funds  administered  by  the  same  com- 
pany is  that  that  could  reduce  administrative  costs  if  workers  were  allowed  to  invest 
in  more  than  one  fund  within  the  same  company.  This  adjustment  also  allows  work- 
ers to  make  prudent  changes  to  the  risk  profile  of  their  portfolios  as  they  get  older. 
For  instance,  they  could  invest  all  the  mandatory  savings  in  a  low-risk  fund  and 
any  voluntary  savings  in  a  riskier  fund.  Or  they  could  invest  in  higher  risk  funds 
in  their  early  working  years  and  then  transfer  their  savings  to  a  more  conservative 
fund  as  they  approached  retirement.  Table  2  shows  the  maximum  percentages  of  eq- 
uity investment  allowed  in  each  fund: 


Table  2 


Maximum  Percentage  Allowed 

Mandatory  Minimum  Percentage 

Fund  A 

80% 

40% 

Fund  B 

60% 

25% 

Fund  C 

40% 

15% 

Fund  D 

20% 

5% 

Asociacion  AFP;  the  rates  of  return  assumed  are  3  percent,  5  percent,  and  7  percent. 
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Table  2— Continued 


Maximum  Percentage  Allowed 

Mandatory  Minimum  Percentage 

Fund  E 

Not  Allowed 

Not  Allowed 

The  introduction  of  a  family  of  funds  is  an  important  step  and  consumers  are  be- 
having as  one  would  expect — that  is,  by  diversifying  their  investments  across  the 
menu  of  funds.  Other  steps  that  have  been  taken  in  the  recent  past  include: 

•  The  lengthening  of  the  investment  period  over  which  the  minimum  return  guar- 
antee is  computed  to  36  months  from  12  months  and  the  widening  of  the  band 
from  2  to  4  percentage  points  for  some  type  of  funds; 

•  The  further  liberalization  of  the  investment  rules,  so  that  workers  with  dif- 
ferent tolerances  for  risk  can  choose  funds  that  are  optimal  for  them;  and 

•  The  expansion  of  consumer  choice  with  the  signature  of  a  bilateral  accord  with 
Peru  that  allows  workers  from  those  two  countries  to  choose  the  pension  system 
with  which  they  want  to  be  affiliated. 

Other  specific  steps  that  Chilean  regulators  should  take  to  ensure  the  continuing 
success  of  the  private  pension  system  include:  Liberalizing  the  commission  structure 
to  allow  fund  managers  to  offer  discounts  and  different  combinations  of  price  and 
quality  of  service  (which  would  introduce  greater  price  competition  and  possibly  re- 
duce administrative  costs  to  the  benefit  of  all  workers);  letting  other  financial  insti- 
tutions, such  as  banks  or  regular  mutual  funds,  enter  the  industry; 18  giving  work- 
ers the  option  of  personally  managing  their  accounts  through  the  world  wide  web; 
and  reducing  the  moral  hazard  created  by  the  government  safety  net  by  linking  the 
minimum  pension  to  the  number  of  years  (or  months)  workers  contribute. 

Those  adjustments  would  be  consistent  with  the  spirit  of  the  reform,  which  has 
been  to  adapt  the  regulatory  structure  as  the  system  has  matured  and  as  the  fund 
managers  have  gained  experience.  In  summary,  the  Chilean  private  pension  system, 
despite  minor  shortcomings,  is  a  success  story  by  any  measure  and  deservedly  con- 
tinues to  be  the  model  for  rich  and  poor  countries  around  the  world  that  are  consid- 
ering reforming  their  retirement  systems. 


Chairman  MCCRERY.  Thank  you,  Mr.  Vasquez.  Mr.  Harris. 

STATEMENT  OF  DAVID  O.  HARRIS,  MANAGING  DIRECTOR,  TOR 
FINANCIAL  CONSULTING,  LIMITED,  SUFFOLK,  UNITED  KING- 
DOM 

Mr.  HARRIS.  Thank  you,  Mr.  Chairman,  for  the  opportunity  to 
testify  before  you  and  your  colleagues  today  on  the  Australian  pen- 
sion model  and  the  lessons  that  can  be  learned  by  the  United 
States  in  respect  of  the  continued  examination  of  Social  Security 
reform  and  options  around  the  world.  As  a  former  resident  of  the 
Washington  area  in  the  late  nineties  who  has  an  interest  in  Social 
Security,  I  am  heartened  that  Social  Security  is  again  a  prominent 
issue  for  the  Administration  and  Congress  to  consider. 

Mr.  Chairman,  achieving  Social  Security  reform  in  the  United 
States,  as  you  and  your  colleagues  would  be  aware,  is  not  an  easy 
problem  to  resolve.  In  the  UK,  where  I  am  now  a  resident,  Prime 
Minister  Blair  and  his  cabinet  equally  grapple  with  the  funda- 
mental need  to  engineer  successful  pension  reforms  to  their  first 
and  second  pillars,  which  my  friend  David  John  from  the  Heritage 
Foundation  will  elaborate  on.  Grasping  the  thorny  nettle  of  Social 
Security  or  pension  reform  is  largely  driven  by  the  sobering  reality 
that,  in  the  future,  legislative  bodies  will  have  to  either  increase 


18  If  financial  institutions  were  allowed  to  establish  one-stop  financial  supermarkets,  where 
consumers  could  obtain  all  their  financial  services  if  they  so  chose,  the  duplication  of  commercial 
and  operational  infrastructure  could  be  eliminated  and  administrative  costs  could  be  reduced. 
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taxes  or  cut  benefits  to  maintain  Social  Security  and  pension  prom- 
ises. Yet,  for  Australia,  a  longtime  friend  of  the  U.S.  whose  citizens 
share  much  in  common,  the  need  and  implementation  of  major  So- 
cial Security  reforms  has  already  occurred  as  a  priority.  It  is  inter- 
esting to  note  it  was  promoted  by  trade  unions  and  the  Social 
Democratic  Labor  Party  then  in  government  who  embraced  in  the 
eighties  the  need  to  compel  its  work  force  to  save  a  certain  percent- 
age of  their  income  for  retirement  purposes. 

It  is  important  to  note  that  in  1993  only  40  percent  of  the  work 
force  was  covered  by  some  voluntary  retirement  saving,  with  only 
$32  billion  Australian  dollars  held  in  pension  assets.  In  effect,  the 
second  pillar  pension  retirement  system  in  the  mid-eighties  was 
transformed  through  contributions  partly  funded  by  centralized 
wage  deferrals.  Individual  retirement  accounts  blossomed  out  of  a 
landscape  where  many  workers  simply  did  not  have  access  to  re- 
tirement accounts.  Today,  26.2  million  individual  retirement  ac- 
counts exist  for  the  9.2  million  workers. 

Under  the  first  pillar  of  the  Australian  retirement  model,  individ- 
uals are  provided  with  Social  Security,  which  is  equivalent  to  26 
percent  of  my  mother's  average  total  weekly  earnings.  My  mother's 
view  of  retirement:  if  she  paid  her  taxes  she  would  be  entitled  to 
an  old-age  pension.  In  the  eighties  the  government,  in  an  effort  to 
contain  the  future  costs  of  pensions,  introduced  an  income  to  assets 
test  and,  with  the  combination  of  compulsion,  began  to  address  the 
issue  of  fundamental  Social  Security  reform.  Three  percent  was 
considered  by  the  then  Labor  government  as  simply  not  enough.  An 
expansion  of  the  compulsory  contribution  system  was  managed 
eventually,  in  1992  and  1993,  through  the  taxation  system.  The 
then  government  proposed  a  system  whereby  employers  would  con- 
tribute 9  percent,  individuals  3  percent,  and  government  would 
provide  a  3  percent  uplift  for  lower  income  workers. 

In  1996,  the  Labor  government  moved  into  opposition  and  the 
new  Conservative  Liberal  Coalition  retained  only  the  policy  of  see- 
ing employers  contributing  nine  percent  of  individual  salaries  into 
retirement  accounts.  Today,  Australians,  on  top  of  making  con- 
tributions of  9  percent  on  a  compulsory  basis,  contribute  two  to 
three  percent  of  their  salary  on  a  voluntary  basis  in  retirement  ac- 
counts. As  Trevor  Matthews,  chief  executive  officer  of  Standard 
Life  UK,  who,  as  an  Australian,  formerly  ran  a  leading  life  insurer, 
said,  Australian  pension  reforms  were  achieved  through  working 
with  political,  economic,  and  commercial  realities  in  order  to  solve 
Australia's  aging  population.  Achieving  consensus  among  stake- 
holders was  critical  to  its  success. 

There  are  many  myths  that  surround  the  Australian  retirement 
model,  Mr.  Chairman,  which  I  have  highlighted  in  my  written  tes- 
timony. Simply  put,  Australia  moved  away,  like  Chile  and  Switzer- 
land, from  voluntary  retirement  savings  to  compelling  and  pro- 
viding limited  incentives  to  workers  to  save  for  their  retirement. 
Today  $495.4  billion  U.S.  dollars  are  held  in  pension  assets  for  over 
9  million  workers.  Seventeen  percent  of  these  assets  are  invested 
abroad,  with  the  primary  source  of  investment  being  in  the  United 
States. 

Yet,  no  international  pension  model  is  perfect.  Australia  needs  to 
address  a  plethora  of  individual  retirement  accounts  that  have 
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grown  up.  Every  worker  has  nearly  three  individual  accounts  on 
average.  With  respect  to  taxes,  the  contributions  are  taxed,  the  in- 
vestment returns  on  the  fund  are  taxed,  and  the  fund  flows  going 
out  of  the  retirement  account  are  taxed.  This  approach  is  unique 
to  Australia,  and  some  of  your  colleagues  may  consider  rather  im- 
moral. In  conclusion,  some  of  the  lessons  the  United  States  can 
learn  from  Australia  include  her  Labor  and  trade  union  support  for 
Social  Security  reform,  the  need  for  incentives  to  low-income  work- 
ers and  the  self-employed,  an  effective  communication  and  edu- 
cation campaigning  transition,  but  also  a  cost  effective  regulation, 
and  the  ability  to  contain  administrative  cost  structures  for  the 
growth  in  individual  retirement  accounts.  Once  again,  thank  you 
for  the  invitation  from  this  Generation  Xer  to  appear  before  you 
today. 

[The  prepared  statement  of  Mr.  Harris  follows:] 

Statement  of  David  O.  Harris,  Managing  Director,  TOR  Financial 
Consulting  Limited,  1996  AMP  Churchill  Fellow,  Suffolk,  United  Kingdom 

Mr.  Chairman,  I  am  very  pleased  to  appear  to  discuss  social  security  reform  in 
Australia.  As  each  year  passes  the  need  for  reform  becomes  more  pressing  for  many 
countries  as  populations  rapidly  age.  Moreover,  generous  promises  linked  with  social 
security  programs  will  make  it  inevitable  that  radical  reforms  will  have  to  be  con- 
sidered. This  may  mean  cutting  benefits  or  increasing  retirement  contributions  via 
taxation.  I've  described  compulsory  retirement  saving  as  being  the  equivalent  to  the 
great  white  shark  for  those  who  know  they  have  to  deal  with  the  rising  tide  of  age- 
ing. They  don't  want  to  confront  compulsion  but  they  know  that  it  is  'out  there'. 
Only  three  countries  rely  heavily  on  private  mandatory  saving  policies  for  retire- 
ment, these  include  Australia,  Switzerland  and  Chile.1  Australia  faced  the  challenge 
13  years  ago.  Not  only  did  we  survive,  we  succeeded.  The  Australian  retirement 
model  offers  clear  proof  that  radical  pension  reform  can  be  achieved  and  benefit  an 
entire  nation.  Women,  minority  groups  and  'blue  collar'  workers,  in  particular,  have 
seen  significant  benefits  flow  to  them  from  having  the  ability  to  manage  their  own 
retirement  savings. 

The  U.S.  has  had  its  own  success  in  generating  capital  through  individual  saving. 
But  it  has  not  avoided  the  current  questions  around  retirement  saving:  what  will 
be  'sufficient'  and  what  financial  instruments  will  provide  it?  No-one  in  the  past, 
when  economic  and  social  systems  were  being  formed,  could  have  anticipated  the 
rapid  ageing  of  populations  throughout  the  world. 

An  overview  of  Australian  retirement  system 

Australia  and  the  UK  stand  out  as  countries  that  have  faced  up  to  the  discomfort 
of  significant  retirement  reforms.  Both  have  taken  the  route  of  a  more  fully  funded, 
defined  contribution  system  but  their  approaches  have  differed  in  terms  of  politics, 
or  government  and  the  role  of  organized  labor  and  business.  These  three  vested  in- 
terests, individually  or  combined,  can  encourage  or  discourage  reform. 

This  fact  was  well  understood  when  Australia  reformed  its  retirement  system  in 
1987  and  1992.  In  1983  the  Australian  Labor  Party  led  by  Bob  Hawke  MHR  came 
to  power.  The  ALP  was  determined  to  deregulate  Australia's  economy  so  as  to  com- 
pete more  effectively  on  a  world  level.  A  vital  ingredient  in  achieving  this  goal  was 
a  significant  reduction  in  wage  growth. 

The  ALP  is  fundamentally  a  social  democratic  party  based  on  largely  collectivist 
principles.  It  has  strong  links  with  the  trade  union  or  organized  labor  movement 
through  the  Australian  Council  of  Trade  Unions  (ACTU).  Superannuation  was  pro- 
vided through  traditional  employer-sponsored  plans  on  a  voluntary  basis.  Surpris- 
ingly perhaps  it  was  the  trade  union  movement  which  began  the  momentum  for 
changing  Australia's  retirement  system.  They  saw  increasing  superannuation  cov- 
erage as  a  major  priority. 

The  Old  Age  Pension  was  seen  as  an  important  source  of  income  for  retirees  who 
have  limited  resources  to  sustain  themselves  in  retirement.  Its  impact  on  Australia's 
GDP  is  seen  in  Table  2.  Many  older  Australians  who  retired  in  the  past  failed  to 


1  Australian  Bureau  of  Statistics,  1998  Year  Book  Australia  (Canberra,  Australia:  AGPS, 
1998),  p215. 
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build  up  sufficient  retirement  savings;  a  common  perception  was  that  they  were  en- 
titled to  an  old  age  pension  after  paying  taxes  all  their  working  life  and  this  view 
was  encouraged  by  many  governments.  In  the  1980s,  however,  the  Commonwealth 
Treasury  and  the  Federal  Government  were  not  happy  with  the  direction  of  expend- 
iture on  the  first  pillar  of  Australia's  retirement  framework.  This  concern  was  com- 
pounded by  the  demographic  picture  for  the  next  century  where  the  percentage  of 
the  population  aged  over  65  was  expected  to  rise  from  15%  of  the  population  to  23% 
by  2030  and  the  percentage  aged  over  85  was  expected  to  more  than  double  from 
around  2%. 

The  newly  elected  Federal  Government  began  by  ensuring  the  long-term  viability 
of  the  Old  Age  Pension  at  its  then  current  level.  Maximum  payments,  by  the  mid 
1980s,  were  determined  through  a  comparatively  stringent  income  and  asset  tests. 
The  full  pension  payment  now  represents  approximately  26%  of  male  total  average 
weekly  earnings.  Maximum  payments  per  fortnight  are  calculated  on  a  flat  basis 
and  are  reduced  accordingly,  based  on  income  and  asset  tests.  This  shift  required 
a  strong  political  resolve.  More  through  timing  than  luck,  though,  a  popular  Federal 
Government  with  trade  union  support  was  able  to  convince  the  nation  of  the  prob- 
lems Australia  would  confront  in  the  future  if  it  did  nothing  about  addressing  its 
aging  population.  This  was  best  summarized  in  the  Better  Incomes:  Retirement  into 
the  Next  Century  statement  which  expressed  a  commitment  to  'maintain  the  age 
pension  as  an  adequate  base  level  of  income  for  older  people'  but  went  on  to  state 
that  persons  retiring  in  the  future  would  require  a  standard  of  living  consistent 
with  that  experienced  whilst  in  the  workforce.1 

Before  the  introduction  of  mandated,  second  pillar,  superannuation  accounts,  the 
coverage  of  superannuation  was  limited  to  roughly  40  percent  of  the  Australian 
workforce.  Typically,  those  covered  were  employed  in  middle  class,  'white  collar'  jobs 
where  women  and  people  from  minority  groups  were  under-represented.  The  trade 
union  movement  set  about  convincing  the  Federal  Government  that  the  level  of  su- 
perannuation coverage  needed  to  be  extended,  via  compulsory  contributions  into  in- 
dividual accounts.  Many  of  the  younger  trade  union  officials  argued  for  a  more  com- 
prehensive system  of  retirement  provision  that  in  effect  required  all  workers  to  be 
proactive  in  contributing  and  managing  their  own  retirement  needs.  Some  had 
noted  the  successes  of  the  national  provident  funds,  as  seen  in  Malaysia  and  Singa- 
pore. 

Significant  dissatisfaction  also  existed  amongst  the  labor  movement  over  the  ex- 
tent and  coverage  of  non-management  or  'blue  collar'  workers.  Moreover  the  union 
movement  also  realized  that  comprehensive  wage  increases  were  becoming  increas- 
ingly difficult  to  successfully  negotiate  and  that  deferred  savings  benefits  may  be 
an  alternative  to  simply  striving  for  an  increase  in  workers  pay.  By  the  mid  1980s 
the  union  movement  had  shifted  its  stance  whereby  it  would  play  a  more  direct  and 
active  role  in  the  day-today  operations  of  superannuation,  via  industry  funds.  These 
industry  funds,  grouped  around  a  particular  economic  sector  of  the  Australian  econ- 
omy, brought  union  and  employer  representatives  together  as  trustees  to  manage 
the  administration  and  investment  of  many  thousands  of  individual  retirement  ac- 
counts. The  increasing  involvement  of  the  union  movement  challenged  some  indus- 
try participants'  views  that  administration  and  investment  decisions  would  be  dis- 
torted in  favor  of  policies  that  stressed  mutuality  rather  than  economic  reality. 

There  was  another  reason  for  the  trade  union  movement's  interest  in  pensions. 
Between  August  1986  and  August  1996,  the  level  of  trade  union  membership  de- 
clined from  46  percent  to  31  percent.  This  coupled  with  the  decline  in  traditional 
union-based  industries,  such  as  heavy  manufacturing,  reinforced  the  unions'  enthu- 
siasm for  reforms  they  felt  would  increase  their  profile  and  relevance. 

By  1986  circumstances  were  ideal  for  the  introduction  of  a  widespread  employ- 
ment-based retirement  incomes  policy.  The  government  insisted  that  it  was  in  the 
"public-interest"  to  have  a  national,  compulsory,  employment-related  retirement  in- 
come scheme  in  place2  Award  superannuation,  set  at  3%  of  an  individual's  yearly 
income,  was  introduced.  This  was  paid  by  the  employer  in  the  form  of  a  wage  in- 
crease granted  by  the  Conciliation  and  Arbitration  Commission,  a  Federal  Govern- 
ment body.  Newly  created  industry  funds,  sponsored  by  employer  and  employee  or- 


1  Australian  Bureau  of  Statistics,  1998  Year  Book  Australia  (Canberra,  Australia:  AGPS, 
1998),  p215. 

2  Sue  Taylor,  'Australia's  Mandatory  Occupational  Superannuation  Regime:  An  Evaluation  of 
Opposing  Claims — Is  it  a  Policy  Built  on  Justice,  Fairness  and  Security  in  the  Public  Interest 
or  the  Entrenchment  of  the  Power  and  Privilege  of  Politically  Effective  Interest  Groups?',  (Mel- 
bourne, Australia:  1999  Colloquium  of  Superannuation  Researchers,  July  8-9  1999),  p5. 
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ganizations  in  one  or  more  industries,  were  established  to  receive  the  3%  award  con- 
tributions. 

A  further  3%  round  of  award  superannuation  was  made  in  1990-91  before  the 
government  acted  more  decisively  on  reform.  In  August  1991  the  Government's  indi- 
cated its  intention  to  introduce  a  Superannuation  Guarantee  Levy  from  July  1  1992. 
The  Superannuation  Guarantee  Charge  Act  1992  requires  all  employees  to  con- 
tribute to  a  complying  superannuation  fund  at  a  level  that  increased  from  3%  p. a. 
in  1992  to  9%  per  annum  by  July  1,  2002.  Although  support  for  the  reforms  was 
substantial,  some  opposition  was  expressed  by  then  Australian  Democrats  (a  minor 
'left  leaning'  political  party)  leader  Senator  Kernot  who  favored  a  single,  govern- 
ment-controlled, national  portable  system,  similar  to  that  of  a  national  provident 
fund.  But  the  Government's  proposed  legislation  quickly  generated  wide  acceptance 
through  working  in  'partnership'  with  organized  labor,  business  interests  and  indus- 
try associations. 

The  use  of  government  inquiries  or  private  sector  research  helped  to  highlight  the 
inadequacies  of  Australia's  level  of  retirement  system  provision.  These  inquiries 
were  seen  to  be  delivering  independent  views  or  recommendations  and  the  Federal 
Government  felt  vindicated  in  implementing  a  mandated  retirement  system. 

Another  means  by  which  the  Federal  Government  was  able  to  engineer  significant 
change  to  the  retirement  system  was  through  an  effective  public  education  cam- 
paign in  1994-1995,  co-ordinated  by  the  Australian  Taxation  Office.  The  total  cost 
of  the  campaign  was  $AUS  11  million  and  the  message  was  that  the  new  retirement 
system  would  not  only  benefit  the  individual  but  the  nation  as  a  whole.  With  a  con- 
trolling majority  in  the  Lower  House  (House  of  Representatives)  and  minority  par- 
ties holding  the  balance  of  power  in  the  Upper  House  (Senate),  no  real  effective 
delays  in  the  reforms  were  encountered.  The  Senate  Select  Committee  on  Super- 
annuation, a  parliamentary  appointed  committee  was  used  by  the  government  to 
hear,  interpret  or  receive  objections  to  the  planned  reforms  and  this  encouraged  a 
spirit  of  'consensus'  to  be  generated  amongst  many  stakeholders  of  differing  political 
ideologies. 

Finally  the  existence  of  well  established  professional  industry  associations  in  the 
form  of  the  Life  Insurance  Federation  of  Australia  (LIFA),  now  the  Investment  & 
Financial  Services  Association  (IFSA),  and  the  Association  of  Superannuation  Funds 
of  Australia  (ASFA),  ensured  that  the  consequences  of  proposed  reforms  could  be 
simulated  and  understood  by  superannuation  industry  participants  and  bureaucrats 
alike.  Unlike  in  Chile,  where  individual  retirement  account  reforms  created  a  totally 
new  financial  infrastructure,  much  of  the  superannuation  infrastructure  in  Aus- 
tralia already  existed  under  the  voluntary  system.  Stakeholders  and  vested  interests 
like  life  insurance  companies  supported  the  reforms  based  on  self  interest  but  also 
recognized  how  the  existing  financial  infrastructure  would  be  well  placed  to  imple- 
ment the  government's  retirement  proposals. 

Australian  business  saw  the  reforms  in  terms  of  nurturing  the  capital  market  and 
the  level  of  national  saving.  Some  concerns  were  raised  over  the  active  involvement 
of  trade  unions  in  the  day  to  day  operations  of  superannuation  funds  but  these  con- 
cerns were  alleviated  through  adjustments  in  regulatory  settings.  A  major  concern 
for  business,  after  the  broadening  of  compulsion  in  1992,  was  that  increased  costs 
would  be  levied  on  employers  as  contributions  lifted  to  9  percent  by  2002.  Larger 
business  interests  in  many  cases  offered  such  contributions  already  on  voluntary 
basis  through  their  in-house  corporate  superannuation  funds,  but  small  business 
strongly  opposed  the  reforms  arguing  principally  that  the  increased  cost  burden 
linked  with  an  expanded  retirement  provision  would  cause  many  business  failures. 
In  fact  business  played  only  a  moderate  role  in  supporting  the  government's  reform 
agenda  and  this  was  co-ordinated,  in  part,  by  large  financial  providers  who  would 
develop  or  modify  the  financial  infrastructure  of  such  mandated  retirement  ac- 
counts. 


Table  1:  Details  of  the  Prescribed  Superannuation  Requirements 
Linked  with  the  Mandated  Second  Pillar 


Employer's  Prescribed  Rate  of 
Employee  Support  (%) 

July  1  1997^June  30  1998 

6 

July  1  1998^June  30  1999 

7 

July  1  1999^June  30  2000 

7 

58 


Table  1:  Details  of  the  Prescribed  Superannuation  Requirements 
Linked  with  the  Mandated  Second  Pillar — Continued 


Employer's  Prescribed  Rate  of 
Employee  Support  (%) 

July  1  2000-June  30  2001 

8 

July  1  200Wune  30  2002 

8 

July  1  2002-03  and  subsequent  years 

9 

In  March  1996,  the  Labor  Federal  Government  lost  office  and  was  replaced  by  a 
conservative,  Liberal  Coalition  Government  under  Prime  Minister  John  Howard.  It 
had  been  the  intention  of  the  Australian  Labor  Party  to  further  expand  the  compul- 
sory nature  of  superannuation  by  gathering  a  3  percent  contribution  from  individual 
workers  and  providing  an  additional  3  percent  to  certain  workers  who  met  pre-de- 
fined income  criteria.  In  total  this  would  have  meant  that  many  workers'  individual 
superannuation  contribution  accounts  would  have  been  receiving  total  contributions 
of  15  percent.  Treasury  estimates  suggest  that  over  a  forty-year  period  these  con- 
tributions would  translate  out  to  be  approximately  60  percent  of  salary  on  retire- 
ment. 

The  impact  of  compulsion 

The  criticisms  levelled  at  Australia's  pension  system,  usually  by  those  who  are 
looking  at  it  from  the  outside,  belong  to  what  I've  called  the  7  Myths.  Typically 
these  run  along  the  lines  of: 

1.  Compulsion  in  Australia  started  a  recession; 

2.  Australia  had  a  successful  voluntary  second  pillar  pension  framework  (so  why 
move  to  compulsion?); 

3.  After  compulsion  net  savings  fell; 

4.  The  industry  made  free  with  fees  and  charges; 

5.  Australians  make  free  with  their  retirement  savings — spend  the  lot  and  then 
fall  back  on  the  State  pension; 

6.  Compulsion  was  introduced  for  ideological  reasons  by  the  a  union  backed  Labor 
Government  rather  than  as  an  answer  to  socio-economic  need; 

7.  The  second  pillar  savings  level  of  9%  is  insufficient  to  replace  income. 

None  of  these  myths  is  borne  out  by  the  facts.  In  fact  pension  adequacy  has  been 
improved  in  the  second  pillar  and  Australia  has  been  proofed  against  future  demo- 
graphic change.  Expensive  Defined  Benefit  plans,  the  supposed  gold  standard  of 
some  politicians  and  Employee  Benefit  Consultancies  (EBCs)  have  become  all  but 
extinct.  At  September  2004  the  breakdown  of  benefit  structures  included  297,327  ac- 
cumulation funds,  182  defined  benefit  plans  and  309  hybrid  plans.  At  the  same  time 
superannuation  coverage  of  all  workers  has  been  maintained  at  a  level  of  88%. 

Compulsion  has  dramatically  raised  retirement  savings  and  improved  the  future 
prospects  of  baby  boomer  and  Generation  X  retirees.  Comparatively  low  administra- 
tion costs,  wide  investment  choice  and  minimal  mis-selling  have  protected  con- 
sumers from  detriment. 

One  of  the  reasons  why  Australia  has  been  so  successful  in  keeping  administra- 
tive costs  low  and  avoiding  the  problems  associated  with  mis-selling  is  through  ef- 
fective and  cost  efficient  regulation.  Strict  rules  govern  how  superannuation  policies 
are  sold  and  switched.  Moreover  consumers  are  required  to  receive  minimum  levels 
of  information  about  the  superannuation  products  at  the  time  of  sale  and  also  on 
a  regular  basis.  Increasingly  superannuation  account  holders  are  being  provided 
with  greater  investment  choices.  Some  retail  funds  for  example  offer  between  5—7 
investment  choices,  and  proposed  legislation  by  the  Federal  Government  will  force 
employers  to  offer  choice  of  funds.  Additionally,  specialized  administration  compa- 
nies have  developed  services  that  allow  superannuation  fund  trustees  to  outsource 
much  of  their  investment  and  administrative  functions.  This  intense  competition 
has  led,  in  part,  to  returns  being  maximized  and  administrative  fees  being  mini- 
mized. 

Sound  regulation,  transparency  and  significant  improvements  in  the  competency 
levels  of  distributors  eg.  financial  advisers  and  financial  planners,  has  raised  public 
confidence  in  the  retirement  system  and  nurtured  a  steady  increase  in  the  level  of 
voluntary  contributions  made  into  superannuation  accounts.  The  Australian  govern- 
ment has  announced  that  it  will  encourage  lower  income  families  and  workers  to 
bolster  their  retirement  savings  via  government  co-contributions  by  widening  the 
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eligibility  criteria  for  the  Government's  co-contribution  scheme  (whereby  the  Gov- 
ernment matches  an  eligible  member's  after-tax  superannuation  contributions  dollar 
for  dollar,  up  to  a  prescribed  annual  maximum,  and  subject  to  an  income  test). 

Total  superannuation  assets  held  by  9.2  million  workers  now  stand  at  nearly  $649 
billion3  ($US495.4)  for  just  over  9  million  workers  compared  with  $32  billion  in 
1993.  A  large  percentage  of  them  are  invested  in  equities  (49%),  interest  bearing 
securities  (16%)  and  17%  or  $108  billion  are  invested  in  overseas  equities. 

Administration  costs  do  continue  to  be  a  sensitive  issue  within  the  Australian  po- 
litical and  financial  services  environment.  These  costs  can  vary  widely  between  the 
types  of  superannuation  funds  found  in  Australia.  An  authoritative  survey,  con- 
ducted by  the  Association  of  Superannuation  Funds  of  Australia  (ASFA),  estimated 
that  an  average  of  $1.28  ($US0.97)  per  member  per  week  was  made  for  overall  ad- 
ministration costs  in  1999-2000.  It  should  be  noted  that  this  figure  has  declined 
from  $1.66  ($US1.27)  per  week  two  years  earlier.  Expressed  in  another  way,  costs 
as  a  percentage  of  assets  in  June  2000  were  calculated  to  be  1.29%. 


Table  2:  Projected  future  state  spending  on  pensions  as  a 
percentage  of  GDP 


1995 

2000 

2010 

2020 

2030 

2040 

2050 

Australia 

2.6 

2.3 

2.3 

2.9 

3.8 

4.3 

4.5 

Canada 

5.2 

5.0 

5.3 

6.9 

9.0 

9.1 

8.7 

France 

10.6 

9.8 

9.7 

11.6 

13.5 

14.3 

14.4 

Germany 

11.1 

11.5 

11.8 

12.3 

16.5 

18.4 

17.5 

Italy 

13.3 

12.6 

13.2 

15.3 

20.3 

21.4 

20.3 

Japan 

6.6 

7.5 

9.6 

12.4 

13.4 

14.9 

16.5 

Netherlands 

6.0 

5.7 

6.1 

8.4 

11.2 

12.1 

11.4 

New  Zealand 

5.9 

4.8 

5.2 

6.7 

8.3 

9.4 

9.8 

UK 

4.5 

4.5 

5.2 

5.1 

5.5 

4.0 

4.1 

United  States 

4.1 

4.2 

4.5 

5.2 

6.6 

7.1 

7.0 

Source:  OECD,  cited  in  Johnson  (1999). 


What  we  could  have  done  better 

Australia  has  pursued  an  independent  line  on  taxation  of  superannuation  and  one 
I  find  hard  to  agree  with.  Contributions  are  taxed  at  a  rate  of  15  percent,  along  with 
possible  additional  taxation  of  15  percent  for  members  earning  over  a  certain 
threshold.  A  further  15  percent  is  levied  on  the  investment  income  of  each  super- 
annuation fund  and  finally  the  benefits  can  be  subjected  to  varying  tax  treatment 
of  between  0-30%,  depending  on  timing  of  the  contributions.  As  you  can  see  the 
Commonwealth  Treasury's  faith  in  the  politicians  getting  taxation  revenues  back 
from  retirees'  retirement  nest  eggs  was  very  low  when  this  taxation  approach  was 
adopted  in  1992.  Continual  change  to  the  way  superannuation  is  taxed  has  caused 
much  confusion  for  plan  participants  and  trustees  and  industry  associations  are 
pushing  for  a  comprehensive  review. 

Another  negative  feature  is  the  sheer  volume  of  accounts.  Workers  have  an  aver- 
age of  three,  I  have  four.  A  new  plan  for  a  new  job  has  created  unnecessary  duplica- 
tion and  administrative  cost.  Many  funds  are  now  seeking  to  streamline  the  transfer 
process  by  administration  protocols. 

It  has  to  be  said  that  the  system  has  not  delivered  benefits  to  current  pensioners 
whose  circumstances  have  deteriorated  over  the  past  10  years.  A  state  pension  in- 
dexed to  prices  and  pegged  at  26%  of  male  total  average  weekly  earnings  has  re- 
duced their  purchasing.  The  full  benefit  of  compulsory  superannuation  reforms  will 
not  'crystalise'  until  well  into  this  century. 


3  Statistics,  Superannuation  Trends  September  2004  Australian  Prudential  Regulation  Au- 
thority. 
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What  next? 

Around  30%  of  employees  in  Australia  already  have  fund  choice  and  the  Choice 
of  Fund  Act  2004  will  give  a  further  40%  of  employees  this  freedom  from  1  July 
2005.  Employers  can  meet  their  obligations  under  the  Act  by  entering  into  a  cer- 
tified agreement  with  their  employees.  If  workers  do  not  choose  a  fund,  employers 
must  make  contributions  to  a  fund  that  satisfies  the  requirement  to  offer  a  min- 
imum level  of  life  insurance  cover.  The  level  of  insurance  premiums  will  not  be  reg- 
ulated. Employers  will  give  their  workers  a  standard  choice  form  which  will  provide 
basic  information  and  highlight  what  should  be  considered  before  a  fund  is  selected 
such  as:  level  of  fees  and  charges  and  the  type  of  investments  a  fund  offers. 

The  Howard  government's  reason  for  choice  of  funds  is  partly  ideological  in  my 
view  but  is  described  as  providing  a  more  flexible  and  adaptable  retirement  sys- 
tem— one  of  the  benefits  should  be  portability — and  more  appropriate  for  flexible 
workplace  arrangements  which  allow  workers  to  reduce  their  hours  as  they  ap- 
proach retirement  and  to  work  beyond  65.  The  new  legislation  will  allow  people  to 
access  their  superannuation  from  their  preservation  age  without  having  to  retire 
and  it  will  allow  them  to  develop  strategies  in  transition  to  retirement  for  example 
working  part-time  and  supplementing  their  income  with  some  of  their  super- 
annuation. It  is  not  intended  to  enable  people  to  dissipate  their  superannuation  sav- 
ings before  retirement,  however,  and  the  Government  is  taking  measures  to  ensure 
that  savings  are  drawn  down  in  a  regular  and  orderly  way. 

The  government  has  announced  further  measures  to  encourage  lower  income  fam- 
ilies and  workers  to  bolster  their  retirement  savings  via  government  co-contribu- 
tions which  match  after-tax  superannuation  contributions  dollar  for  dollar  up  to  a 
prescribed  annual  maximum  and  subject  to  an  income  test. 

Lessons  for  the  U.S. 

As  indicated,  lessons  do  exist  for  the  U.S.  in  regard  to  how  Australia  has  ad- 
dressed its  ageing  populations  and  they  can  be  summarised  in  five  major  points: 

•  Partnership  with  the  trade  unions 

•  Incentives  for  low  income  workers  and  the  self-employed 

•  Information  and  education 

•  Cost  effective  regulation 

•  Contained  administrative  costs  under  the  creation  of  numerous  individual  re- 
tirement accounts 

And,  finally,  persuading  all  stakeholders  that  change  had  to  happen  and  that  it  was 
for  the  benefit  of  the  nation  as  a  whole. 


Chairman  MCCRERY.  Thank  you,  Mr.  Harris.  Dr.  Baker,  you 
must  feel  a  little  bit  like  General  Custer,  but  I  invite  you  to  wade 
in.  I  assure  you,  you  will  survive  the  hearing. 

STATEMENT  OF  DEAN  BAKER,  PH.D.,  ECONOMIST  AND  CO- 
DIRECTOR,  CENTER  FOR  ECONOMIC  AND  POLICY  RESEARCH 

Dr.  BAKER.  Well,  thanks.  I  appreciate  the  opportunity,  but 
given  the  relative  merits  of  the  argument  I  figure  it  is  a  balanced 
panel. 

Chairman  MCCRERY.  So  did  General  Custer. 

Dr.  BAKER.  I  expected  better.  I  would  like  to  make  four  main 
points  about  the  lessons  I  can  get  from  various  efforts  of  privatiza- 
tion around  the  world:  first,  that  we  could  say  it  increases  risk  as 
opposed  to  the  guaranteed  benefits  product  by  current  systems. 
Second,  the  universal  experience  has  been  that  of  it  increasing  ad- 
ministrative costs  by  a  factor  or  20,  30  or  40,  so,  very  huge  increase 
in  administrative  costs.  Thirdly,  the  programs  are  not  popular  with 
workers,  and  the  evidence  on  this  that  I  am  looking  to  is  the  in- 
crease in  participation  rates,  or  I  should  say  lack  of  increase  of  par- 
ticipation rates  in  the  developed  world  in  response  to  privatization, 
which  was  the  main  purpose  of  the  reforms,  and  that  turns  out  to 
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have  been  very  limited,  if  any  at  all.  Fourth,  transition  costs  are, 
in  fact,  borrowing.  We  can't  tell  the  functional  market.  What  we 
can  tell  them,  but  they  won't  believe,  is  that  it  will  be  repaid  with 
later  benefits  in  30  or  40  years,  and  there  is  evidence  on  that. 

So,  to  go  through  each  of  those  in  turn,  first  off,  the  increase  in 
risk.  This  is  sort  of  straightforward.  We  have  two  basic  types  of 
risk  we  can  talk  about.  One  is  bad  investment  choices.  The  best  ex- 
ample here  is  probably  in  England  where  we  had  the  mis-selling 
scandal  there  in  early  1990,  where  a  lot  of  financial  companies 
made  promises  they  couldn't  deliver  on.  You  also  have  the  problem 
that  in  many  cases  people  take  too  little  risk  which,  say,  under 
President  Bush's  proposal,  would  guarantee  they  would  lose  be- 
cause they  would  not  compensate  themselves  for  the  money  they 
would  put  into  those  accounts.  What  has  been  proposed  as  a 
counter  by  many  people  is  that  they  will  educate  workers,  as  in 
Chile.  For  example,  they  actually  have  education  classes  on  their 
accounts  in  their  high  school.  As  an  economist,  we  ordinarily  like 
to  think  there  is  an  opportunity  cost  in  time.  I  don't  know  that  is 
the  best  use  of  a  single  mother's  time  in  the  evening  to  be  studying 
Chile's  accounts  rather  than  spending  time  with  her  kids,  or  if  we 
are  talking  about  in  schools,  I  don't  know  if  it  is  better  they  spend 
time  studying  their  accounts  rather  than  learning  math,  science,  or 
language  competency.  That  is  a  judgment  that  would  have  to  be 
made. 

The  second  type  of  risk,  of  course,  is  timing  risk.  Markets  have 
ups  and  downs,  nothing  we  can  do  the  about  that.  In  Chile,  one  of 
their  government  ministers  actually  suggested  people  delay  their 
retirement  for  a  few  years  because  the  market  had  temporarily  de- 
pressed accounts.  President  Bush's  proposal  says  we  will  shift  peo- 
ple out  of  stocks  into  bonds  at  55.  I  am  sorry  to  say  this,  but  that 
just  changes  the  risk  that  the  market  will  be  down  when  you  are 
55  rather  than  when  you  are  65.  Same  story,  so,  there  is  no  way 
around  that. 

The  second  point,  the  cost.  Lots  of  evidence  on  this.  The  adminis- 
trative costs  of  these  accounts  are  15  to  20  percent  of  the  money 
that  goes  into  them.  There  is  a  really  big  confusion  on  this.  Presi- 
dent Bush's  commission  said  that  they  could  do  it  for  30  basis 
points,  30  cents.  It  is  important  to  understand  it  is  30  cents,  three- 
tenths  of  1  percent,  of  the  stock.  A  dollar  might  be  in  that  account 
for  40  years.  If  your  taxes  or  administrative  costs  are  three-tenths 
of  a  cent  on  that  dollar,  after  40  years  that  is  12  percent.  Okay, 
so,  the  average  administrative  costs  any  administrator  would  get 
would  still  be  6  percent,  about  12  times  the  cost  of  the  current  sys- 
tem. So,  as  I  say,  the  existing  cost,  if  we  look  at  systems  that  exist 
in  the  world,  are  in  the  order  of  30  to  40  times,  15  to  20  percent 
of  the  money  that  is  put  into  the  system.  I  should  also  point  out 
that  annuities  have  a  cost  estimated  at  15  to  20  percent.  These  are 
very  large  expenses.  If  we  applied  them  to  the  U.S.  system,  we 
would  be  talking  about  somewhere  in  the  order  of  $75  billion  a 
year  being  wasted  on  administrative  expenses,  if  the  whole  system 
were  done  through  a  privatized  system  like  that  in  Chile.  President 
Bush's  commission  said  that  a  government  run  system  could  be 
much  more  efficient  than  the  market.  Perhaps  that  is  true,  but 
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even  then  we  are  still  talking  about  a  system  that  would  cost  us 
10  to  15  times  as  much  as  the  current  system. 

My  point  about  the  systems  not  being  popular,  again,  if  we  look 
at  participation  rates  in  the  countries  that  did  reforms,  World 
Bank  did  a  study  on  this.  In  Latin  America,  in  most  cases,  there 
were  very  low  increase  in  participation  rates.  The  other  point,  very 
interesting  on  this,  in  Chile  where  we  have  the  best  model,  as  you 
heard  here,  a  very  high  percentage  of  the  workers  appear  to  be  tar- 
geting the  minimum  benefit.  That  is  very  interesting  because  most 
workers  are  voting  with  their  feet  for  a  DB  system  in  the  middle 
of  a  DC  system.  I  take  this  as  evidence  it  is  not  terribly  popular. 

The  last  point  I  want  to  make  is,  that  financing  transition  costs 
is  borrowing.  President  Bush  has  argued,  or  his  staff  has  argued, 
that  it  is  okay  that  we  run  large  deficits  to  finance  the  transition 
because  they  will  be  repaid  30  or  40  years  out  with  lower  benefits. 
We  could  look  around  the  world.  No  country  has  attempted  to  fi- 
nance this  transition  purely  through  borrowing.  We  had  the  model 
of  Chile  where  they  actually  ran  very  large  surpluses,  4  percent  of 
GDP.  That  would  be  equivalent  of  $500  billion  a  year  in  the  United 
States.  Perhaps  the  closest  example  to  President  Bush's  model  is 
Argentina  where  they  did  not  make  adequate  cuts  in  other  ex- 
penses or  adequate  increases  in  other  taxes,  and  as  you  may  re- 
member, Argentina  defaulted  on  its  debt  in  2001.  It  is  worth  point- 
ing out  that  if  Argentina  had  not  privatized  its  system  and  that 
money  had  continued  to  go  to  the  government,  Argentina  would 
have  had  a  balanced  budget  in  2001,  the  year  it  defaulted.  So,  long 
and  short,  I  will  summarize  by  saying,  I  don't  think  the  record  is 
terribly  successful.  I  think  we  do  have  a  very  successful  system 
here,  and  I  would  suggest  that  we  use  great  caution  too  in  looking 
into  any  reform.  Thank  you. 

[The  prepared  statement  of  Mr.  Baker  follows:] 

Statement  of  Dean  Baker,  Ph.D.,  Economist  and  Co-Director,  Center  for 
Economic  and  Policy  Research 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  want  to  thank  the  Subcommittee  for  inviting  me  to  testify  on  the  experiences 
of  other  countries  who  have  privatized  their  Social  Security  systems.  At  this  point 
there  are  a  large  number  of  countries,  mostly  in  the  developing  world,  who  have 
partially  or  completely  privatized  their  Social  Security  systems.  There  are  four  basic 
generalizations  that  can  be  made  based  on  the  experiences  of  these  countries: 

1)  Privatization  invariably  increases  risks  for  workers.  These  risks  take  three 
forms:  the  timing  of  the  worker's  retirement,  the  risk  associated  with  the  work- 
er's choice  of  assets,  and  the  risk  of  having  a  low  income  during  a  working  life- 
time. The  latter  point  refers  to  the  fact  that  most  traditional  Social  Security 
systems,  including  the  system  in  the  United  States,  are  designed  to  be  redis- 
tributive  to  low-wage  earners.  A  system  based  strictly  on  individual  accounts 
is  not  redistributive,  although  redistributive  features  can  be  added  to  the  sys- 
tem. 

2)  Privatized  systems  vastly  increase  the  administrative  costs  of  operating  a  So- 
cial Security  system.  The  most  efficient  privatized  systems  have  annual  admin- 
istrative costs  for  the  retirement  program  that  are  30  to  40  times  as  high  as 
the  current  system  in  the  United  States.  When  the  costs  of  annuities  are  in- 
cluded, financial  intermediaries  can  take  as  much  as  30  cents  of  every  dollar 
placed  in  the  system. 

3)  Privatized  systems  have  not  proved  very  popular  with  the  workers  they  are 
supposed  to  benefit.  One  of  the  main  reasons  for  introducing  defined  contribu- 
tion systems  in  developing  countries  is  that  a  privatized  system  was  supposed 
to  extend  coverage  to  the  large  segment  of  the  workforce  employed  in  the  infor- 
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mal  sector,  most  of  whom  were  not  covered  by  the  traditional  Social  Security 
system.  There  has  been  little  change  in  participation  rates  in  the  countries 
with  privatized  Social  Security  system.  In  most  cases,  the  vast  majority  of 
workers  have  voted  with  their  feet  against  the  privatized  systems  by  opting  not 
to  participate. 

4)  Financial  markets  view  borrowing  to  cover  transition  costs  as  real  borrowing. 
The  Bush  administration  has  argued  that  the  transition  costs  associated  with 
switching  from  the  current  Social  Security  system  to  a  system  of  private  ac- 
counts should  not  be  viewed  as  real  debt,  since  the  borrowing  would  be  associ- 
ated with  lower  Social  Security  benefits  in  the  future.  The  evidence  from  other 
countries  is  that  financial  markets  focus  on  current  balance  sheets,  not  specu- 
lation about  benefit  levels  in  the  distant  future.  Every  country  that  has 
privatized  their  Social  Security  system  has  attempted  to  at  least  partially  fund 
the  transition  with  a  combination  of  tax  increases  and  spending  cuts.  Argen- 
tina, which  defaulted  on  its  debt  in  2001,  is  the  most  prominent  example  of 
a  country  that  failed  to  take  adequate  steps  to  offset  the  cost  of  the  cost  of  its 
transition. 

I  would  also  add  the  additional  observation  that  private  accounts  do  not  by  them- 
selves increase  national  wealth.  This  is  important  in  the  context  of  promoting  pri- 
vate accounts  as  a  way  to  increase  returns  to  retirees.  Since  private  accounts  do  not 
actually  increase  wealth,  at  best  they  can  be  a  mechanism  for  redistributing  money 
from  the  working  population  to  retirees.  If  Congress  intends  to  redistribute  money 
from  workers  to  retirees,  then  there  are  arguably  more  efficient  mechanisms  to  ac- 
complish this  goal. 

I  will  elaborate  on  each  of  these  points  in  turn. 

Risk 

Countries  that  have  privatized  their  Social  Security  systems  have  subjected  retir- 
ees to  all  three  forms  of  risk  noted  above,  the  risk  of  market  timing,  the  risk  associ- 
ated with  asset  choice,  and  the  risk  of  low  income  during  a  working  lifetime.  In  the 
first  case,  it  is  a  basic  fact  about  financial  markets  that  they  are  volatile.  Even  if 
the  average  return  on  equities  exceeds  the  return  on  riskless  assets,  there  is  consid- 
erable variation  in  this  return.  In  Chile,  the  longest  standing  experiment  with  a 
privatized  system,  a  government  minister  recommended  that  workers  delay  their  re- 
tirement for  a  few  years  after  a  downturn  in  the  national  stock  market. 

There  is  no  way  to  avoid  this  market  timing  risk.  The  Bush  administration's  sug- 
gestion that  workers  be  forced  to  switch  out  of  stocks  approximately  10  years  before 
retirement  does  little  to  change  the  story.  If  the  market  plunges  just  before  a  worker 
reaches  this  switch  date,  then  he  or  she  is  almost  as  bad  off  as  if  the  plunge  oc- 
curred just  before  his  or  her  retirement. 

A  second  sort  of  risk  is  associated  with  the  choice  of  asset.  This  risk  can  result 
from  a  worker  either  being  too  conservative  or  taking  too  much  risk  with  their  ac- 
counts. Many  workers  are  ill-informed  about  financial  markets  and  may  only  feel 
comfortable  holding  very  safe  assets  with  low  returns.  In  the  case  of  the  proposal 
President  Bush  outlined  in  his  State  of  the  Union  Address,  this  could  result  in 
workers  losing  money  on  their  individual  accounts,  since  they  would  lose  more  from 
their  Social  Security  benefit  than  they  would  gain  from  the  investments  in  their  ac- 
counts. 

Workers  can  also  engage  in  speculative  investments  that  end  up  losing  money. 
This  happened  to  some  extent  in  England  where  there  was  a  "mis-selling  scandal" 
in  the  mid-nineties.  Many  financial  firms  had  sold  accounts  to  workers  by  promising 
returns  on  the  accounts  that  workers  would  not  actually  realize.  The  British  govern- 
ment eventually  forced  these  firms  to  make  good  on  these  promises.  In  some  cases, 
where  firms  had  gone  out  of  business,  the  government  was  forced  to  pick  up  itself 
the  cost  of  fulfilling  these  promises. 

These  risks  can  be  minimized  by  restricting  choice.  If  the  government  gives  work- 
ers a  very  narrow  range  of  options,  then  the  risk  of  bad  asset  selection  is  reduced. 
(Of  course,  this  assumes  that  the  government  knows  better  than  individual  workers 
how  best  to  invest  their  money.) 

In  principle,  insofar  as  workers  are  too  conservative  with  their  investment  choices 
because  they  are  ill-informed  about  financial  markets,  the  problem  can  be  addressed 
with  better  education.  However,  this  raises  two  additional  problems.  First  econo- 
mists usually  believe  that  time  has  an  opportunity  cost.  Time  that  workers  spend 
learning  about  financial  markets  is  time  that  they  could  have  spent  with  their  chil- 
dren or  on  other  activities.  If  we  are  designing  a  system  that  requires  that  tens  of 
millions  of  workers  get  additional  education  on  financial  markets,  then  we  have  de- 
cided that  this  is  the  best  use  of  their  time.  (In  Chile,  the  schools  now  have  sessions 
that  teach  people  about  the  retirement  system.  This  means  that  time  that  could 
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have  been  spent  developing  math,  science,  or  language  skills  is  instead  being  used 
to  teach  people  how  to  manage  their  Social  Security  accounts.) 

The  other  problem  with  trying  to  educate  workers  on  their  retirement  investments 
is  that  it  is  not  clear  who  should  be  doing  the  educating.  Many  of  the  country's  top 
financial  advisors  were  recommending  that  people  invest  in  stock  even  at  the  peak 
of  the  nineties  bubble.  It  is  not  clear  that  advice  from  such  experts  would  be  bene- 
ficial to  most  workers. 

Finally,  a  system  of  private  accounts,  by  itself,  is  not  redistributive  to  low  wage 
workers.  This  means  that  if  a  mechanism  is  not  put  in  place  to  ensure  that  workers 
who  put  little  into  these  accounts  because  of  low  earnings,  still  have  an  adequate 
retirement  income,  then  many  low  wage  earners  could  end  up  as  losers.  While  most 
countries  with  privatized  systems  have  put  some  sort  of  minimum  benefit  in  place, 
this  is  not  universally  the  case.  For  example,  Peru  does  not  have  a  minimum  benefit 
in  its  system. 

It  is  also  important  to  realize  that  putting  a  redistributive  mechanism  in  place 
today,  does  not  guarantee  that  it  will  be  there  twenty  or  thirty  years  in  the  future. 
Any  redistributive  mechanism  attached  to  private  accounts  will  always  be  subject 
to  political  risk.  The  intention  of  the  designers  of  the  system  will  matter  little  if  po- 
litical support  does  not  exist  to  retain  redistributive  mechanisms  in  the  future. 

Expenses 

There  is  now  a  large  body  of  research  that  shows  that  the  administrative  costs 
of  a  privatized  system  of  individual  accounts  vastly  exceeds  the  costs  of  a  central- 
ized defined  benefit  system  like  the  one  in  the  United  States.  The  administrative 
costs  of  the  Chilean  system  have  averaged  close  to  15  percent  of  the  money  placed 
in  the  accounts  each  year,  while  the  cost  of  the  British  system  have  averaged  close 
to  20  percent.  Administrative  costs  are  much  greater  in  these  systems  because  of 
the  costs  associated  with  servicing  an  individual  account,  the  costs  associated  with 
marketing  to  individuals,  and  the  profits  of  the  firms  who  administer  these  ac- 
counts. 

In  addition  to  the  annual  costs  associated  with  operating  these  accounts,  there  are 
also  costs  associated  with  turning  the  accounts  into  annuities  at  retirement  (which 
is  not  generally  required).  Research  indicates  that  insurance  companies  charge  be- 
tween 10  and  20  percent  of  the  value  of  a  sum  to  convert  it  to  an  annuity.  Roughly 
half  of  this  fee  is  associated  with  the  adverse  selection  that  results  when 
annuitization  is  not  mandatory.  (Only  relatively  long-lived  individuals  are  likely  to 
buy  annuities.)  The  other  half  is  due  to  the  adrninistrative  costs  and  profits  of  the 
financial  firms  that  issue  annuities. 

A  single  centralized  system  of  accounts  (which  does  not  exist  in  any  of  the  coun- 
tries that  have  opted  for  privatization)  could  in  principle  lower  costs,  especially  if 
it  minimized  workers'  choices  in  selecting  investments  and  switching  between  in- 
vestments. President  Bush's  Social  Security  commission  estimated  that  a  bare-bones 
centralized  system  would  cost  roughly  ten  times  as  much  as  the  current  system. 
(There  has  been  considerable  confusion  about  this  point  because  of  how  the  commis- 
sion framed  its  cost  estimate.  The  commission  estimated  that  the  administrative 
cost  would  be  0.3  percent  of  the  stock  of  money  in  an  account.  This  means  that  the 
fee  on  a  dollar  placed  in  an  account  would  be  0.3  percent  for  each  year  that  dollar 
is  in  the  account.  Some  dollars  will  be  in  an  account  for  forty  years,  while  some  dol- 
lars placed,  in  the  account  just  before  a  worker  retirees,  will  be  there  for  just  a  short 
time.  If  a  dollar  is  a  worker's  account  for  an  average  of  twenty  years,  then  this  0.3 
percent  fee  will  be  paid  twenty  times,  making  a  total  administrative  cost  of  6.0  per- 
cent, compared  to  a  cost  of  just  0.5  percent  on  the  dollar  placed  in  the  Social  Secu- 
rity system.) 

President  Bush's  commission  also  argued  that  a  centralized  government  run  sys- 
tem can  radically  reduce  the  cost  of  issuing  annuities.  While  a  centralized  system 
may  in  principle  be  vastly  more  efficient  than  the  current  market  system,  there 
would  still  be  a  problem  of  adverse  selection  in  any  system  where  buying  annuities 
is  optional,  as  President  Bush  has  proposed.  This  means  that  a  worker  with  an  av- 
erage life-span  could  expect  to  lose  between  5  and  10  percent  of  their  money  under 
such  a  system,  compared  to  what  they  would  receive  with  an  actuarially  fair  annu- 
ity. 

Popularity 

The  World  Bank  recently  completed  a  study  of  the  privatized  Social  Security  sys- 
tems in  Latin  America.1  One  of  the  main  criticisms  of  these  systems  is  that  they 


1  Gill,  I,  T.  Packard,  and  J.  Yermo,  2005,  Keeping  the  Promise  of  Social  Security  in  Latin 
America,  Stanford,  CA:  Stanford  University  Press. 
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have  not  substantially  increased  participation  over  the  rates  achieved  under  the  tra- 
ditional defined  benefit  systems.  The  argument  that  these  systems  would  increase 
participation  claimed  that  workers  view  their  current  Social  Security  contribution 
as  a  tax,  whereas  they  would  see  their  contribution  to  a  private  account  in  a  dif- 
ferent light.  The  fact  that  participation  has  changed  little  after  privatization,  in 
some  cases  not  even  growing  more  rapidly  than  what  would  have  been  expected  if 
past  trends  had  continued,  indicates  that  workers  do  not  view  contributions  to  these 
accounts  very  differently  than  they  do  contributions  to  the  traditional  defined  ben- 
efit system. 

It  is  worth  noting  that  in  Chile,  the  most  developed  system,  a  large  percentage 
of  the  workers  target  the  minimum  benefit.  This  minimum  benefit  allows  any  work- 
er who  has  been  in  the  system  for  twenty  years  to  turn  over  their  account  to  the 
government,  and  then  get  a  guaranteed  benefit  that  is  tied  to  the  value  of  the  min- 
imum wage.  In  effect,  these  workers  are  voting  with  their  feet  for  a  defined  benefit 
system. 

Transition  Costs 

In  the  short-term,  the  switch  from  a  traditional  pay-as-you-go  Social  Security  sys- 
tem to  a  defined  contribution  system  implies  a  large  increase  in  the  government  def- 
icit, since  the  same  benefits  must  still  be  paid  to  current  retirees,  even  though  the 
government  is  collected  much  less  in  Social  Security  contributions.  Every  country 
that  has  opted  to  privatize  its  Social  Security  system  has  attempted  to  at  least  par- 
tially cover  these  transition  costs  by  reducing  its  deficit,  or  building  up  a  surplus, 
with  some  combination  of  tax  increases  and  spending  cuts.  For  example,  the  Chilean 
government  increased  the  size  of  its  annual  surplus  to  4  percent  of  GDP  (the  equiva- 
lent of  a  surplus  of  $500  billion  in  the  United  States  in  2005)  at  the  point  where 
it  implemented  its  privatization  plan. 

They  felt  the  need  to  cut  their  deficits  or  increase  their  surpluses  precisely  be- 
cause these  governments  did  not  believe  that  the  financial  markets  viewed  their  im- 
plicit commitments  to  pay  Social  Security  benefits  in  the  distant  future  as  being  the 
same  as  actual  government  debt.  The  one  important  example  of  a  government  that 
did  not  take  sufficient  steps  to  offset  the  borrowing  needed  to  finance  its  Social  Se- 
curity privatization  was  Argentina.  In  2001,  it  was  paying  real  interest  rates  of 
more  than  20  percent  on  its  debt,  because  lenders  did  not  have  faith  in  the  govern- 
ment's ability  to  pay  off  its  debt. 

By  contrast,  in  1994,  the  year  Argentina  put  its  privatization  plan  in  place,  the 
country  was  generally  regarded  as  one  of  the  most  creditworthy  countries  in  the  de- 
veloping world.  Had  it  not  been  for  the  privatization  of  its  Social  Security  system, 
Argentina  would  have  been  running  balanced  budgets  between  1994  and  2001. 

The  United  States  is  approaching  the  question  of  Social  Security  privatization  at 
a  time  when  it  faces  much  larger  deficits  than  any  of  the  other  countries  that  have 
gone  this  route.  The  experience  of  Argentina  suggests  that  it  is  likely  to  face  a  very 
high  price  in  financial  markets  if  it  does  not  couple  privatization  with  large  tax  in- 
creases and/or  spending  cuts. 

National  Wealth  and  Privatization 

No  economist  believes  that  the  United  States  would  be  increasing  national  wealth 
if  it  borrowed  $200  billion  a  year  and  invested  this  money  in  the  stock  market.  It 
is  possible  that  this  will  reallocate  income,  as  the  government  can  benefit  from  the 
gap  between  the  return  on  equities  and  the  interest  paid  on  government  bonds,  but 
this  is  not  creating  additional  wealth  for  the  country  as  a  whole.  Similarly,  it  cannot 
increase  national  wealth  if  it  borrows  $200  billion  a  year  and  hands  $2,000  a  year 
to  100  million  families  and  tells  them  to  invest  it  in  the  stock  market.  This  would 
simply  be  changing  the  allocation  of  national  income. 

This  is  important  to  recognize  because  one  of  the  goals  often  claimed  by  pro- 
ponents of  privatization  is  increasing  the  rate  of  return  on  Social  Security  contribu- 
tions. Insofar  as  the  money  is  simply  borrowed,  as  President  Bush  has  proposed, 
then  any  increase  in  the  rate  of  return  due  to  privatization  is  simply  coming  at  the 
expense  of  the  rest  of  the  population.  This  could  be  seen  fairly  directly  in  the  case 
of  Chile  where  accounts  earned  double-digit  real  rates  of  returns  through  the 
eighties.  The  main  asset  of  Chile's  private  accounts  in  the  eighties  was  Chilean  gov- 
ernment bonds,  which  paid  double-digit  real  interest  rates.  In  effect,  Chile's  workers 
received  high  returns  on  their  accounts  because  Chile's  taxpayers  paid  high  interest 
rates  on  the  money  their  government  borrowed  to  finance  the  accounts.  It  may  have 
been  desirable  to  transfer  money  from  Chile  taxpayers  to  Chile's  retirees,  but  this 
could  have  been  done  without  going  the  route  of  privatization. 
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In  short,  it  is  important  that  policy  makers  recognize  the  distinction  between 
using  private  accounts  as  a  way  to  redistribute  income — which  they  may  be  to  some 
extent — and  a  mechanism  to  increase  national  wealth,  which  they  surely  are  not. 

(There  is  a  separate  issue  of  whether  private  accounts  in  the  United  States  will 
be  able  to  earn  the  rate  of  return  claimed  by  proponents  of  privatization.  Stock  re- 
turns come  from  either  capital  gains  or  dividend  payouts.  No  analyst  has  yet  passed 
the  "No  Economist  Left  Behind  Test,"  which  asks  for  a  set  of  dividend  payouts  and 
capital  gains,  consistent  with  the  Social  Security  trustees  profit  growth  projections, 
that  add  to  the  6.5-7.0  percent  returns  assumed  in  analysis  of  Social  Security  pri- 
vatization. Given  current  price  to  earnings  ratios  and  low  projected  profit  growth, 
there  is  no  plausible  set  of  dividend  yields  and  capital  gains  that  will  produce  6.5- 
7.0  percent  real  stock  returns.) 

Mr.  Chairman,  this  concludes  my  testimony  and  I  would  be  happy  to  answer  any 
questions  from  you  or  other  Members  of  the  Subcommittee. 


Chairman  MCCRERY.  Thank  you,  Dr.  Baker.  Mr.  John. 

STATEMENT  OF  DAVID  C.  JOHN,  RESEARCH  FELLOW,  THOMAS 
A.  ROE  INSTITUTE  FOR  ECONOMIC  POLICY  STUDIES,  THE 
HERITAGE  FOUNDATION 

Mr.  JOHN.  Thank  you  for  having  me,  and  also  for  looking  at  this 
rather  important  set  of  experiences  around  the  world.  I  am  going 
to  concentrate  on  the  UK's  experience.  Let  me  start  by  just— I 
think  it  is  obligatory  for  conservatives  dealing  with  the  UK  to 
quote  Winston  Churchill,  so,  I  have  to  do  my  Winston  Churchill 
quotes,  which  is  that  he  reminded  us  that  the  United  States  and 
UK  are  two  people,  separated  by  a  common  language.  This  is  espe- 
cially true  in  pensions.  We  have  similar  wordings  of  terms  in  areas 
of  pension  reform,  and  in  the  United  States,  we  actually  do  deal 
with  some  specific  issues  that  are  very  similar  to  what  the  UK  has, 
but  each  of  the  countries'  systems  has  been  shaped  by  very  special 
national  circumstances  and  by  past  experience.  Eight  years  ago, 
many  conservatives  wrote  that  the  UK  would  serve  as  a  perfect 
model  for  a  U.S.  system  of  Social  Security  accounts.  Frankly,  we 
were  wrong.  More  recently,  a  group  of  more  liberal  writers  have 
been  writing  say  that  the  United  States,  UK  experience  proves  that 
any  form  of  personal  retirement  accounts  cannot  work  in  the  slight- 
est, and  that  is  wrong  also.  One  of  the  key  things  to  remember 
again  is  that  the  UK  has  special  circumstances.  There  has  been  ref- 
erence, for  instance,  to  a  mis-selling  scandal  in  the  UK  pension 
plan.  The  mis-selling  scandal  did  happen,  and  it  was  extremely  se- 
rious. However,  it  actually  resulted  from  a  very  specific  example 
and  circumstance  in  the  UK  marketplace;  namely,  that  they  did 
not  have  a  retail  market  in  mutual  funds  and  similar  investments. 
Therefore,  these  investments  were  sold  by  ill- trained  insurance 
agents  who  did  an  exceedingly  good  job  selling  insurance  but,  not 
a  good  job  selling  investments. 

Most  of  the  poor  advice  actually  had  to  do  with  whether  an  indi- 
vidual would  redirect  a  portion  of  their  Social  Security  taxes  into 
a  personal  account,  thereby  losing  employer-matched  contributions, 
or  stay  in  an  employer  account  where  they  would  take  advantage 
of  these  additional  contributions.  The  net  result  was  that  the  UK 
very  sharply  increased  its  retail  regulation,  and  it  also  required 
these  companies  to  make  repayments.  Now  the  UK  system  is  also 
different  in  that  they  tied  their  pension  system  to  an  employer  sys- 
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tern,  which  was  predominantly  a  DB  system  similar  to  United  Air- 
lines, Bethlehem  Steel,  and  so  forth,  at  precisely  the  time  that  that 
type  of  pension  system  was  essentially  failing  due  to  a  variety  of 
circumstances  that  actually  have  nothing  to  do  with  Social  Secu- 
rity. This  has  affected  the  results  in  the  UK  market.  Nevertheless, 
there  are  six  lessons  that  the  United  States  can  learn  from  the 
UK — and  the  actual  system  itself  is  described  in  my  written  testi- 
mony. Number  one,  if  you  build  it  they  will  come,  works  for  base- 
ball, especially  in  Iowa,  but  it  doesn't  necessarily  work  for  a  pen- 
sion plan.  In  the  UK,  the  government  set  up  something  called 
stakeholder  pensions,  which  are  relatively  simple,  low-cost  pen- 
sions that  were  required  to  be  offered  by  small  businesses  that  had 
more  than  four  employees. 

Unfortunately,  the  administrative  costs  were  relatively  low  and 
probably  too  low,  with  the  net  result  that  350,000  employers  did 
set  up  this  type  of  pension  plan.  Better  than  80  percent  of  the  pen- 
sions are  empty  without  having  any  contributions  in  the  slightest. 
About  half  of  the  money  that  went  into  the  stakeholder  pensions 
has  actually  been  transferred  from  other  existing  accounts.  The  UK 
Trade  Union  Congress  has  charged  that  the  stakeholder  pension 
experience  has  actually  been  more  of  a  boon  for  upper  income 
workers  seeking  additional  tax  shelters  than  anything  else. 

Second,  simplicity  is  essential.  Adair  Turner,  who  heads  up  the 
UK  Pension  Commission,  which  we  will  be  reporting  this  fall,  rec- 
ommending changes  in  their  pension  system,  points  out  that  the 
UK  system  is  probably  one  of  the  most  complex  in  the  world.  The 
net  result  of  that  is  that  a  recent  poll  showed  that  precisely  6  per- 
cent of  the  UK  population  feels  that  they  understand  the  pension 
system  that  is  out  there  very  well.  It  is  a  matter  of  great  concern, 
however,  to  the  average  worker.  A  poll  in  October,  in  advance  of 
the  election  that  was  held  in  May,  showed  that  the  question  of  pen- 
sions was  number  one  on  workers'  minds  at  that  point.  Second, 
they  have  a  pension  credit,  which  is  means  tested,  which  must  be 
applied  for.  It  is  not  a  simple  delivery  system.  The  net  result  is 
that  only  60  percent  of  those  people  who  are  eligible  actually  re- 
ceive this  pension  credit.  For  the  most  part,  the  40  percent  who  do 
not  are  the  ones  who  need  it  the  most,  the  most  elderly,  and  the 
most  poor. 

Number  three,  programs  can  have  unintended  motivational  con- 
sequences. The  pension  credit  is  means  tested,  and  it  requires  a  40- 
percent  penalty  on  existing  savings,  with  a  net  result  that  20  mil- 
lion workers  in  the  UK  who  have  incomes  between  16,000  and 
65,000  have  stopped  saving.  This  is  15  percent,  roughly  20  percent 
of  the  overall  problem  in  the  UK.  Fourth,  index  pricing  requires  a 
minimum  benefit.  The  basic  State  pension  was  price  indexed  25 
years  ago.  The  net  result  is  that  most  people  who  only  receive  that, 
about  12  percent  of  the  work  force,  are  actually  living  in  poverty. 
There  are  two  very  positive  mentions  to  this.  Number  one,  accounts 
do  work.  Even  with  the  serious  problems  that  the  UK  experience, 
the  UK  has  pension  savings  equal  to  70  percent  of  their  GDP, 
which  is  the  most  in  Europe.  The  overall  cost  of  their  public  pen- 
sion system  is  one  of  the  lowest  in  the  world.  Second,  this  is  key, 
the  UK  governments,  both  Labor  and  Conservative,  when  they 
have  found  programs  that  promised  more  than  they  could  deliver, 
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changed  the  benefits.  They  actually  went  through  and  reduced  ben- 
efits. There  have  been  a  number  of  instances  in  the  last  25  years 
where  the  State  benefits  have  been  altered. 

Now,  in  October  2005,  just  to  conclude  here,  the  Pension  Com- 
mission is  going  to  report.  The  expectation  is  that  they  are  going 
to  require  more  savings,  perhaps  in  the  form  of  an  Australian  man- 
datory system,  rather  than  less.  The  expectation  also  is  that  they 
are  going  to  come  up  with  a  comprehensive  approach  rather  than 
a  continued  bit  by  bit  by  bit,  which  has  proved  to  have  rather  seri- 
ous problems.  The  key  lesson  is  that  the  UK  is  fixing  their  system 
while  the  United  States  is  still  working  on  it.  The  UK  is  likely  to 
have  a  consensus  by  the  end  of  this  year  or  early  next  year.  The 
question  is  whether  we  are  strong  enough  to  do  the  same.  Thank 
you. 

[The  prepared  statement  of  Mr.  John  follows:] 

Statement  of  David  C.  John,  Research  Fellow,  Thomas  A.  Roe  Institute  for 
Economic  Policy  Studies,  The  Heritage  Foundation 

I  appreciate  the  opportunity  to  appear  before  you  today  to  discuss  what  we  in  the 
United  States  can  learn  from  the  United  Kingdom's  experience  with  public  pension 
reform.  This  is  an  extremely  important  subject,  and  I  would  like  to  thank  both 
Chairman  McCrery  and  Representative  Levin  for  scheduling  this  hearing.  Let  me 
begin  by  noting  that  while  I  am  a  Research  Fellow  at  the  Heritage  Foundation,  the 
views  that  I  express  in  this  testimony  are  my  own,  and  should  not  be  construed  as 
representing  any  official  position  of  the  Heritage  Foundation.  In  addition,  the  Herit- 
age Foundation  does  not  endorse  or  oppose  any  legislation. 

The  crisis  faced  by  the  UK  public  pension  system 

In  1997,  just  eight  years  ago,  reforms  made  to  the  United  Kingdom's  pension  sys- 
tem under  both  Conservative  Party  and  Labour  Party  governments  were  regarded 
as  a  model  for  avoiding  the  fiscal  problems  caused  by  the  imminent  retirement  of 
millions  of  baby  boomers.  Studies  by  international  organizations  and  a  variety  of 
think  tanks  showed  that  rather  than  the  huge  increase  in  retirement-related  costs 
that  threaten  to  engulf  most  Social  Security  systems,  the  UK  faced  a  future  where 
these  costs  would  be  relatively  stable  in  terms  of  the  percent  of  GDP  that  would 
be  devoted  to  paying  for  retirement  benefits.  The  combination  of  reductions  in  gov- 
ernment paid  benefits  and  generous  incentives  for  workers  to  finance  their  own  ben- 
efits through  personal  or  work-related  pension  plans  looked  like  a  complete  success. 

This  impression  did  not  fade  quickly.  As  recently  as  four  years  ago,  testimony 
about  the  UK  system  by  a  leading  British  insurance  executive  to  this  subcommittee 
was  entitled:  "Pensions:  A  British  Success  Story." 1  However,  the  last  few  years  have 
been  hard  on  the  UK  pension  system.  Due  to  poor  planning,  constant  government 
tinkering,  the  closure  of  many  corporate  pension  plans  and  other  factors,  all  political 
parties  recognize  the  need  for  a  comprehensive  pensions  overhaul.  A  UK  govern- 
ment pensions  survey  to  be  issued  this  week  is  expected  to  reveal  that  only  one  out 
of  every  six  private  sector  employees  can  expect  to  have  a  "decent"  pension  when 
they  retire  2 

The  British  pensions  system  has  become  a  national  issue.  As  a  result,  a  late  Octo- 
ber 2004  poll  showed  that  UK  voters  regarded  their  pension  system  as  the  number 
one  issue  that  needed  to  be  addressed  in  the  May  2005  general  election.  A  total  of 
54  percent  of  those  polled  listed  pensions  as  one  of  the  top  four  issues,  above  such 
usual  political  concerns  as  health  care,  crime  and  immigration.  While  in  fact,  pen- 
sions played  a  small  role  in  the  election,  public  concern  remains  high,  and  pension 
reform  is  expected  to  be  a  major  issue  in  the  coming  year. 

As  a  partial  response,  the  government  of  Prime  Minister  Tony  Blair  established 
a  blue  ribbon  Pensions  Commission  under  former  Confederation  of  British  Industry 
head  Adair  Turner  that  is  charged  with  issuing  two  reports.  The  first,  issued  in  Oc- 
tober 2004,  paints  a  gloomy  picture  of  the  current  system,  while  the  second,  sched- 
uled for  fall  2005  elections,  will  propose  solutions. 


1  Statement  by  Keith  Bedell-Pearce,  Executive  Director  of  Prudential,  pic  to  the  Subcommittee 
on  Social  Security,  Committee  on  Ways  and  Means,  July  31,  2001. 

2 "Crisis  looms  for  'private'  pensioners,"  Scotland  on  Sunday,  June  12,  2005.  Available  at: 
http://news.scotsman.com/index.cfm?id=645242005  (June  13,  2005). 
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Two  nations  separated  by  a  common  language:  the  relevance  of  the  UK  ex- 
perience to  the  U.S.  Social  Security  debate 

The  British  pension  experience  does  have  significant  lessons  for  the  American  So- 
cial Security  debate.  However,  those  lessons  are  different  from  recent  claims  made 
by  opponents  of  President  Bush's  proposed  changes  to  the  American  Social  Security 
system.  Although  there  are  superficial  similarities  between  personal  accounts  in  the 
UK  system  and  those  proposed  for  the  American  Social  Security  system,  a  closer  ex- 
amination shows  major  differences. 

First,  the  accounts  in  the  UK  mainly  invested  in  either  employer-sponsored  de- 
fined benefits  pension  plans  or  to  individual  investment  plans  similar  to  the  Amer- 
ican IRA.  The  American  proposal,  on  the  other  hand,  is  completely  separate  from 
any  employer-sponsored  pension  plans,  and  would  be  limited  to  investment  through 
a  centralized,  government-managed  investment  platform  similar  to  the  Thrift  Sav- 
ings Plan  (TSP),  which  is  only  open  to  U.S.  government  employees  and  to  military 
personnel. 

Further,  the  accounts  did  not  cause  most  of  the  problems  faced  by  British  pension 
system.  Instead,  the  overall  UK  situation  closely  parallels  the  problems  faced  by 
U.S.  defined  benefit  pension  plans  such  as  those  recently  turned  over  to  the  Pension 
Benefit  Guarantee  Corporation  by  United  Airlines  and  Bethlehem  Steel. 

Finally,  to  the  extent  that  personal  accounts  are  a  significant  problem  in  the  UK, 
this  is  mainly  due  to  design  flaws  and  poor  planning  that  were  present  from  the 
beginning,  misguided  short-term  fixes  that  had  unforeseen  consequences,  and  the 
bursting  of  the  late  1990's  stock  market  bubble.  While  the  British  experience  shows 
mistakes  for  Americans  to  avoid,  it  does  not  prove  that  adding  personal  retirement 
accounts  (PRAs)  to  the  American  Social  Security  system  will  be  a  failure. 

The  structure  of  the  UK  public  pension  system 

The  UK  pension  system  is  extremely  complicated.  There  are  two  levels  of  state 
pensions,  which  are  supplemented  in  some  cases  by  two  additional  programs  aimed 
at  increasing  the  state  pensions  of  lower  income  retirees.  In  addition,  there  are  a 
variety  of  employer-related  and  personal  pension  plans.  To  make  matters  more  con- 
fusing, workers  have  the  ability  to  shift  a  portion  of  the  taxes  that  fund  the  second 
state  pension  into  either  their  employer-provided  pension  plan  or  a  personal  ac- 
count. Finally,  different  governments  over  the  past  twenty  years  have  revised  and 
re-named  various  parts  of  the  state  pension  system,  changing  benefit  levels,  tax 
treatment  of  pension  contributions,  and  even  account  structures  seemingly  at  ran- 
dom. The  result  is  a  constantly  changing  array  of  programs  that  are  confusing  to 
the  British  and  can  bewilder  foreign  observers. 

The  Basic  State  Pension:  The  most  basic  level  of  public  pension  benefits  in  the 
UK  is  the  Basic  State  Pension,  which  pays  a  flat-rate  pension  to  all  workers  who 
have  both  worked  and  paid  taxes  for  at  least  a  minimum  period.  Currently,  women 
are  allowed  to  retire  at  age  60,  while  men  are  only  allowed  to  retire  at  age  65.  The 
retirement  age  for  women  will  increase  to  65  between  2010  and  2020  starting  with 
women  born  in  April  1950.  Approximately  one  in  eight  retirees  receives  only  the 
Basic  State  Pension. 

Currently,  the  Basic  State  Pension  pays  single  people  GBP  82.05  ($148.50)  per 
week  and  couples  GBP  131.20  ($237.50)  per  week.  This  equals  $7,722.50  per  year 
for  single  people  and  $12,348.50  annually  for  couples.  As  a  comparison,  the  U.S.  So- 
cial Security  system  paid  individual  retirees  an  average  of  $11,460  annually  as  of 
December  2004.  Benefits  are  indexed  to  the  change  in  prices,  and  are  adjusted  every 
April. 

In  order  to  qualify  for  the  Basic  State  Pension,  men  must  work  and  pay  taxes  for 
at  least  44  years,  and  women  must  work  and  pay  taxes  for  at  least  39  years.  How- 
ever, workers  who  are  unemployed,  unable  to  work  due  to  illness,  or  who  stay  home 
to  care  for  a  family  member  may  receive  credits  that  can  replace  some  of  the  re- 
quired earnings  years.  U.S.  Social  Security  benefits  are  based  on  the  worker's  high- 
est 35  years  of  employment,  and  do  not  give  any  form  of  credit  for  these  situations. 

The  State  Second  Pension  (formerly  SERPS):  Since  1978,  the  UK  has  also  had 
a  second  level  of  public  pension  that  is  based — at  least  in  part— on  past  earnings. 
Starting  in  2007,  this  pension  level  will  also  pay  a  flat  rate  benefit.  Prior  to  2002, 
the  State  Second  Pension  (S2P)  was  known  as  the  State  Earnings-Related  Pension 
Scheme  (SERPS),  and  paid  benefits  that  are  much  more  directly  linked  to  earnings 
than  the  new  S2P  is  to  be. 

Workers  receive  credit  towards  their  S2P  benefits  for  income  earned  between  15 
percent  and  110  percent  of  national  average  earnings.  Overall,  they  pay  National 
Insurance  Contributions  (NIC)  (which  help  to  fund  several  different  benefits  includ- 
ing the  Basic  State  Pension)  equal  to  11  percent  on  income  between  about  GBP95 
per  week  ($172  per  week  or  about  $8,941  annually)  and  GBP  625  per  week  ($1,131 
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per  week  or  $58,825  annually)  and  1  percent  on  incomes  above  that  level.  In  addi- 
tion, employers  pay  12.8  percent  on  all  income  above  GBP  95  per  week.  Both  the 
income  levels  and  tax  rate  are  subject  to  change  annually,  and  if  the  employee  has 
contracted  out  of  the  S2P,  taxes  rates  are  different. 

Workers  have  the  ability  to  "contract  out"  of  this  pension  level  and  re-direct  a  por- 
tion of  their  taxes  into  either  their  employers'  pension  plan  or  a  personal  plan.  In 
the  case  of  an  employer  pension,  the  tax  level  is  reduced,  while  for  an  individual 
pension  plan,  the  government  pays  a  portion  of  taxes  directly  into  the  plan.  If  a 
worker  contracts  out,  he  or  she  receives  credit  for  those  benefits  only  on  a  prospec- 
tive basis;  benefits  already  earned  are  not  affected. 

Since  1978,  the  UK  has  changed  benefits  payable  under  both  SERPS  and  S2P  sev- 
eral times.  These  changes  are  more  fully  reviewed  below,  but  the  mixture  of  changes 
combined  with  the  ability  of  workers  to  jump  in  and  out  of  this  pension  level  have 
resulted  in  some  workers  gaming  the  system,  and  make  it  very  hard  to  determine 
benefits.  The  S2P  is  intended  to  improve  benefits  to  low  and  moderate  income  work- 
ers, and  gives  workers  who  earned  under  GBP  12,100  annually  (about  $21,900) 
credit  for  earning  that  level. 

Means  tested  benefits:  In  addition  to  these  two  public  pension  levels,  low  income 
workers  can  qualify  for  additional  means  tested  benefits.  The  Pension  Credit  is  in- 
tended to  ensure  a  minimum  retirement  income  of  at  least  30  percent  above  that 
paid  by  the  Basic  State  Pension.  These  benefits  are  reduced  by  40  pence  for  every 
pound  that  an  individual  receives  above  the  Basic  State  Pension  level,  and  must  be 
applied  for.  In  addition,  low  income  retirees  are  eligible  for  non-cash  benefits  that 
mainly  rebate  some  or  all  of  the  local  ("council")  taxes  they  pay  and  a  portion  of 
their  rent  payments. 

Employer  and  personal  pension  plans:  As  mentioned  above,  UK  workers  have 
the  ability  to  re-direct  a  portion  of  their  NIC  into  either  their  employers'  pension 
plan  or  a  personal  pension  plan.  The  UK  had  a  highly  developed  defined  benefit 
(DB)  pension  system,  but  it  has  been  hit  with  a  series  of  reverses  similar  to  those 
that  have  hit  DB  plans  in  the  U.S.  As  a  result,  the  majority  of  these  private  sector 
plans  have  been  closed  to  new  entrants  and  replaced  with  less  favorable  denned 
contribution  plans. 

Stakeholder  Pensions:  Since  October  2001,  employers  (including  small  busi- 
nesses with  more  than  4  employees)  that  do  not  offer  workers  another  pension  plan 
have  been  required  to  offer  their  employees  a  "Stakeholder  Pension"  plan.  Designed 
by  the  government,  and  intended  to  be  a  simple  and  low  cost  pension  system  that 
would  especially  appeal  to  moderate  income  workers.  Fees  for  these  plans  were  ini- 
tially capped  at  one  percent  of  assets  under  management,  and  plans  were  required 
to  accept  an  opening  deposit  as  low  as  GBP  20  ($36).  After  initial  enthusiasm,  this 
plan  has  widely  been  regarded  as  a  failure,  and  in  an  effort  to  revive  it,  the  UK 
Department  of  Work  and  Pensions  increased  the  allowable  fee  to  1.5  percent  of  as- 
sets under  management  for  the  first  ten  years  an  account  is  open  in  December  2004. 
At  the  same  time,  it  also  reduced  the  regulatory  burden  (in  the  form  of  a  required 
level  of  investment  counseling)  for  certain  types  of  simple  investment  products. 

What  Americans  should  learn  from  the  UK  public  pension  system 

Simplicity  in  program  design  and  administration  is  essential:  The  UK  sys- 
tem is  overly  complex  both  in  its  design  and  in  its  administration.  To  some  extent, 
this  is  the  unintentional  consequence  of  program  changes  intended  to  correct  spe- 
cific problems,  but  the  end  result  is  a  system  that  is  extremely  difficult  for  even  pro- 
fessionals to  understand. 

As  a  result,  a  December  2004  survey  found  that  only  6  percent  of  felt  that  they 
understood  the  pension  system  very  well,  while  29  percent  did  not  know  about  key 
tax  benefits.  Not  surprisingly,  only  5  percent  of  those  polled  felt  that  they  were 
"very  confident  that  they  would  have  enough  to  live  on  in  retirement,  and  only  3 
percent  thought  that  state  benefits  would  provide  a  comfortable  income. 

Unfortunately,  this  complexity  also  applies  to  the  administration  of  certain  bene- 
fits. The  Pension  Credit,  a  means  tested  benefit  intended  to  improve  the  retirement 
incomes  of  lower  income  retirees,  must  be  applied  for,  and  is  not  automatic.  Retirees 
are  required  to  answer  a  complex  survey  in  order  to  qualify,  and  despite  the  fact 
that  individuals  could  answer  the  questions  over  the  phone,  many  have  not  bothered 
to  apply  for  the  benefits.  As  of  September  2004,  40  percent  of  those  eligible  had  not 
claimed  their  benefits.  Experts  believe  that  most  of  those  who  have  not  claimed  the 
credit  are  those  who  need  it  the  most — the  lowest  income  retirees.  Interestingly,  the 
government  had  assumed  that  30  percent  would  not  claim  benefits  in  its  planning. 

Programs  can  have  unintended  motivational  consequences:  A  side  effect  of 
the  Pension  Credit  has  been  to  reduce  pension  savings  by  low  and  moderate  income 
workers.  While  the  40  pence  per  pound  of  income  above  Basic  State  Pension  levels 
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reduction  in  this  benefit  is  actually  significantly  lower  than  the  program  that  it  re- 
placed, the  net  result  has  been  a  sharp  drop  in  pension  savings.  A  June  2005  study 
found  that  almost  20  million  workers  earning  between  GBP  9,000  and  GBP  25,000 
annually  ($16,200  to  $45,000)  are  not  saving  for  retirement  because  they  fear  that 
a  means  tested  system  would  penalize  them  for  their  savings.  In  the  aggregate,  the 
means  tested  program  is  estimated  to  reduce  annual  pension  savings  by  about  GBP 
3.7  billion  a  year  ($6.7  billion). 

Constant  change  increases  confusion:  Change  has  been  a  constant  feature  of 
the  UK  public  pension  system  since  the  1980's.  Programs  and  new  benefit  levels 
have  been  created,  revised,  and  re-named  many  times.  A  side  effect  of  this  has  been 
to  increase  confusion  among  UK  workers. 

Looking  at  SERPS  alone,  the  program  was  created  in  1978  and  promised  to  pay 
benefits  based  on  the  20  best  years  of  a  worker's  earnings.  In  1986,  SERPS  benefits 
were  changed  to  being  based  on  all  earnings  between  the  age  of  16  and  retirement, 
and  in  1995,  changes  to  the  pension  formula  further  reduced  benefits.  In  2001, 
SERPS  was  replaced  with  the  S2P,  while  the  benefit  formula  was  made  more  gen- 
erous to  lower  income  workers,  and  after  2007,  the  S2P  will  become  another  flat- 
rate  pension.  In  2002,  thousands  of  workers  who  had  contracted  out  of  SERPS  and 
its  successor  received  letters  from  their  financial  services  companies  advising  them 
to  contract  back  in,  as  the  amount  they  were  savings  was  unlikely  to  be  enough  to 
equal  what  the  government  was  likely  to  pay.  Even  though  most  benefit  credits 
earned  prior  to  these  various  changes  were  grandfathered  in,  workers  can  be  ex- 
cused if  they  feel  completely  confused  and  unsure  what  their  benefits  will  be. 

The  availability  of  individual  accounts  does  not  alone  solve  problems:  De- 
spite massive  publicity  and  fanfare  when  they  were  first  offered  in  April  2001, 
Stakeholder  pensions  have  largely  been  a  failure.  Even  though  about  305,000  em- 
ployers started  these  pension  plans  for  their  employees,  and  that  number  grew  to 
about  350,000  by  the  end  of  2003,  82  per  cent  of  those  remained  as  "empty  boxes" 
with  no  members,  while  only  13  per  cent  of  employer-based  pensions  have  contribu- 
tions from  employers.  To  make  matters  worse,  only  about  1.5  million  plans  were 
sold  by  the  end  of  2003,  and  sales  have  steadily  dropped  annually  since  then.  Even 
these  poor  numbers  do  not  indicate  new  savings,  for  about  half  of  all  Stakeholder 
plans  were  funded  with  money  transferred  from  another  existing  plan.  In  addition, 
a  significant  number  were  estimated  to  be  set  up  by  wealthier  individuals  in  order 
to  claim  the  tax  benefits  of  opening  such  an  account. 

Merely  designing  an  "ideal"  account  structure  and  making  it  available  does  not 
guarantee  that  industry  will  aggressively  sell  it — especially  if  there  is  an  unrealistic 
cap  on  fees.  In  the  UK  case,  one  key  error  seems  to  have  been  including  marketing 
charges  in  the  fee  cap  rather  that  limiting  it  to  fees  directly  associated  with  the  in- 
dividual's account.  Faced  with  such  a  limited  profit  potential,  companies  were  un- 
willing to  spend  the  amount  necessary  to  continue  to  promote  Stakeholder  accounts. 
While  the  December  2004  fee  increase  may  help,  these  plans  have  been  labeled  a 
failure,  and  are  unlikely  to  revive  as  a  significant  retirement  investment  vehicle. 

Price  indexing  can  reduce  benefits  below  poverty:  Since  1980,  the  Basic  State 
Pension  has  been  calculated  using  price  indexing  rather  than  growth  in  wages.  As 
a  result,  the  flat  rate  pension  amount  has  dropped  to  only  about  17  percent  of  aver- 
age wages  (GBP  82.05  ($148.50)  per  week  and  couples  GBP  131.20  ($237.50)  per 
week  or  $7,722.50  per  year  for  single  people  and  $12,348.50  annually  for  couples). 
The  roughly  12  percent  of  retirees  who  only  receive  this  pension  have  incomes  that 
are  below  poverty  level.  If  the  wage  indexing  had  been  retained,  the  benefit  levels 
would  equal  GBP  109  a  week  ($197.29  week— $10,259  year)  for  individuals  and  GBP 
174  a  week  ($314.94  week— $16,377  year)  for  couples. 

This  is  not  to  say  that  changing  the  method  of  indexing  is  a  mistake,  but  that 
policy  makers  must  be  aware  that  doing  so  could  result  in  unacceptably  low  benefit 
levels.  As  a  result,  such  a  move  should  be  accompanied  with  a  benefit  floor  that 
guarantees  an  adequate  minimum  retirement  income  level. 

Poor  planning  increases  costs:  When  SERPS  was  created  1978,  the  UK  govern- 
ment failed  to  conduct  accurate  longer-term  studies  of  the  cost  that  these  benefits 
would  impose  on  their  government.  Its  failure  to  estimate  benefit  payments  after 
2007,  despite  the  fact  that  most  younger  1978  workers  would  only  be  retiring  then 
was  a  key  reason  why  benefits  had  to  be  revised  in  both  1986  and  1995. 

This  was  also  seen  after  the  1998  SERPS  changes  that  were  intended  to  encour- 
age workers  to  contract  out  of  SERPS  and  into  either  an  occupational  or  personal 
pension  plan.  The  government  estimated  that  only  between  500,000  and  1.75  million 
workers  would  take  advantage  of  this  option,  while  by  1993,  almost  5  million  work- 
ers (about  85  percent  of  those  most  likely  to  benefit  from  contracting  out)  actually 
did. 
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A  1990  government  study  showed  that  while  about  GBP  9.3  billion  (about  $17  bil- 
lion) would  be  paid  by  the  government  in  the  form  of  rebates  and  special  bonuses 
into  accounts,  the  cost  of  paying  SERPS  benefits  in  the  future  would  only  decline 
by  about  GBP  3.4  billion  (about  $6.2  billion).  Pensions  expert  Edward  Whitehouse 
has  an  even  higher  estimate  of  GBP  12  billion  (about  $22  billion)  revenue  lost  in 
return  for  the  same  level  of  reduction  in  future  benefit  payments. 

A  retail-based  account  system  requires  close  monitoring:  The  most  famous 
problem  with  the  UK  system,  the  so-called  "mis-selling"  scandal,  is  widely  mis- 
understood in  the  U.S.  When  individuals  were  allowed  to  move  out  of  SERPS  into 
personal  accounts  in  1988,  many  were  poorly  advised  by  ill-trained  insurance 
agents,  and  either  moved  out  of  employer-based  plans  that  included  an  employer 
contribution  and  into  personal  plans  that  did  not  include  that  employer  contribu- 
tion, or  failed  to  make  an  appropriate  level  of  additional  voluntary  contributions 
that  would  be  necessary  to  reach  their  retirement  goals. 

The  mis-selling  scandal  resulted  more  from  a  sales  force  that  was  used  to  selling 
conventional  insurance  products  and  did  not  themselves  understand  the  products 
they  were  selling  than  from  other  reasons.  The  fact  that  the  agents'  compensation 
was  also  tied  to  commissions  exacerbated  the  situation. 

As  a  result,  however,  a  thorough  investigation  was  conducted,  and  companies 
where  mis-selling  had  occurred  were  required  to  compensate  their  customers.  In  ad- 
dition, a  new  financial  regulator,  the  Financial  Services  Authority,  was  created  from 
several  smaller  and  weaker  regulators,  and  it  has,  if  anything,  overly  compensated 
by  requiring  levels  of  disclosures  to  individual  customers  far  in  excess  of  those  re- 
quired in  the  U.S. 

For  Americans,  this  problem  is  interesting,  but  does  not  apply  to  Social  Security 
reform  proposals.  For  one  thing,  the  SEC  and  other  financial  regulators  have  long 
monitored  sales  to  individuals  and  require  significant  consumer  disclosures.  More 
importantly,  the  proposed  U.S.  Social  Security  reforms  are  based  on  a  government- 
managed  centralized  investment  system,  and  neither  individual  companies  nor 
agents  and  brokers  will  not  be  allowed  to  participate. 

Conclusion 

It  would  be  a  mistake  to  assume  that  the  UK  pensions  experience  has  only  been 
one  of  failure.  The  opposite  is  actually  true.  The  country  still  has  a  higher  level  of 
pension  investments,  about  70  percent  of  GDP,  than  any  other  country  in  Europe, 
and  the  cost  of  public  pension  benefits  is  substantially  lower  than  most  countries 
in  the  world.  In  addition,  roughly  50  percent  of  the  workforce  is  covered  by  some 
level  of  private  pension. 

While  the  current  UK  government  is  responsible  for  some  of  the  problems  in  their 
current  system,  most  notably  the  Pension  Credit  that  has  destroyed  the  incentive 
to  save  for  many  of  their  workers,  others  have  resulted  from  the  collapse  of  the  de- 
fined benefit  pension  system  and  problems  caused  by  mistakes  by  earlier  govern- 
ments. The  current  government  is  also  responsible  for  the  Pensions  Commission, 
whose  recommendations  are  expected  to  result  in  an  overall  reform  of  their  system. 

However,  their  experience  teaches  Americans  that  even  well  intentioned  indi- 
vidual changes  can  only  make  matters  worse.  In  addition,  it  is  important  to  consider 
the  overall  structure  of  the  complete  pension  system.  The  UK  has  well  learned  this 
lesson,  and  the  expected  October  2005  final  report  of  the  Pension  Commission  is  ex- 
pected to  give  a  full  picture  of  proposed  changes  in  light  of  the  complete  pension 
system. 

It  is  important  for  Americans  to  remember  that  much  of  the  UK  experience  re- 
sults from  special  circumstances  unique  to  that  country,  and  that  they  do  not  apply 
to  the  United  States.  In  addition,  it  would  be  a  serious  error  for  Americans  to  as- 
sume that  the  lesson  of  the  UK  experience  is  to  discourage  individual  accounts, 
whether  as  part  of  Social  Security  or  as  part  of  401k  or  other  retirement  savings 
options.  The  opposite  is  rather  the  case. 

Personal  accounts  are  a  source  of  strength,  both  in  the  UK  pension  system  and 
in  their  economy,  and  the  current  government  has  been  actively  seeking  ways  to  in- 
crease the  number  of  workers  who  have  them.  It  would  be  both  ironic  and  sad  for 
Americans  to  draw  the  opposite  conclusion  from  their  experience  at  the  same  time 
that  the  UK  is  working  to  build  individual  pension  savings. 
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accounting  firm  of  Deloitte  &  Touche.  A  list  of  major  donors  is  available  from  The 
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Members  of  The  Heritage  Foundation  staff  testify  as  individuals  discussing  their 
own  independent  research.  The  views  expressed  are  their  own,  and  do  not  reflect 
an  institutional  position  for  The  Heritage  Foundation  or  its  board  of  trustees. 


Chairman  MCCRERY.  Thank  you,  Mr.  John.  I  thank  all  of  you 
for  your  excellent  testimony.  Dr.  James,  in  her  testimony,  talked 
about  a  mandatory  add-on.  By  that,  I  took  her  to  mean  that  the 
government  would  mandate  that  everybody  have  an  account.  It 
wouldn't  be  voluntary,  it  would  be  a  mandatory  account,  and  she 
talked  about  the  government's  financing  that  mandatory  add-on  ac- 
count through  a  tax  increase,  basically,  funding  those  accounts 
with  general  revenues  from  the  government.  So,  you  are  saying — 
well,  that  is  the  question  I  want  to  get  into.  Let  us  assume,  rather 
than  the  President's  voluntary  account  proposal,  we  talked  about 
a  mandatory  account  that  the  government  would  fund.  We  wouldn't 
mandate  that  the  taxpayer  take  another,  say,  4  percent  of  his  in- 
come out  of  his  pocket  to  fund  his  account,  but  it  would  be  funded 
by  the  government.  Obviously,  there  are  three  ways  to  do  that.  The 
government  could  issue  more  debt,  general  debt,  the  government 
could  cut  spending  elsewhere,  or  the  government  could  find  a  new 
revenue  source  or  increase  an  existing  revenue  source,  increasing 
the  tax  take  sufficient  to  fund  those  accounts.  If  we  were  to  cut 
spending  to  fund  the  accounts  or  increase  taxes  to  fund  the  ac- 
counts, we  would  automatically  increase  national  savings,  would 
we  not?  Does  anybody  disagree  with  that? 

Dr.  JAMES.  As  long  as  there  is  no  offsetting  effect  going  on. 

Ms.  CORONADO.  By  household. 

Dr.  JAMES.  Government  impact  would  be  positive. 

Chairman  MCCRERY.  Well,  it  is  the  same.  The  people  who  are 
investing,  you  are  saying  there  would  be  a  decrease  in  private  in- 
vestment? 

Dr.  BAKER.  Right.  As  long  as  there  was  no  offsetting  decrease 
somewhere  else. 

Chairman  MCCRERY.  As  long  as  there  is  no  decrease  in  private 
investment,  there  would  be  a  net  increase  in  national  savings;  cor- 
rect? 

Dr.  BAKER.  If  you  assumed  that  is  the  definition. 

Chairman  MCCRERY.  Well,  I  am  trying  to  get  to  some  basics 
here.  Mr.  Whitehouse  in  his  testimony  said  that  given  the  size  of 
the  U.S.  economy  and  the  maturity  of  our  financial  markets,  cap- 
ital markets,  a  change  such  as  those  that  took  place  in  South 
America  wouldn't  have  as  big  an  effect  on  the  economy.  So,  I  guess 
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one  thing  I  would  like  for  you  to  comment  on,  would  it  be  wise  for 
the  United  States,  or  would  it  not  make  much  difference,  if  we 
were  to  mandate  personal  accounts,  not  take  the  money  from  the 
payroll  tax,  but  have  the  government  fund  those  accounts  from 
some  other  source.  Would  it  be  wiser  to  fund  it  with  an  increase 
in  general  revenues,  or  an  increase  in  debt,  or  an  increase  or  a  de- 
crease in  other  spending?  Any  comments  on  that?  Let  us  assume 
we  could  do  any  of  those. 

Dr.  BAKER.  I  can  give  you  a  typical  economist  answer.  It  de- 
pends on  what  you  are  trying  to  do.  Is  the  point  to  increase  na- 
tional saving,  in  which  case  that  would  have  the  same  effect  as  any 
other  sort  of  cut  and  spending  or  increase  in  taxes.  So,  if  that  is 
how  to  fund  it,  yes,  that  is  one  point  to  increase  national  savings. 

Chairman  MCCRERY.  Is  that  a  good  thing  to  increase  national 
savings? 

Dr.  BAKER.  I  do  think  we  need  to  increase  national  savings.  We 
do  have  a  deficit  that  is  too  large.  I  don't  know  if  that  is  the  only 
way  to  increase  national  savings,  but  that  is  one  way  to  do  it.  The 
second  idea  is,  do  we  have  to  increase  retirement  security,  and 
then  you  have  to  ask  if  that  is  the  best  way  to  do  it.  The  question 
is,  what  are  the  goals  here?  Then  the  question  is — you  could  ad- 
vance both  of  those  goods,  but  the  question  is,  is  this  the  best  way 
to  advance  them? 

Chairman  MCCRERY.  Any  other?  Mr.  Whitehouse. 

Mr.  WHITEHOUSE.  As  I  said  in  my  testimony,  the  target  ben- 
efit level  under  Social  Security  on  this  level  is  quite  low  by  inter- 
national standards.  I  don't  see  that  as  a  particular  problem,  but  it 
is  for  most  Americans  who  have  to  make  a  voluntary  provision  ei- 
ther on  their  own,  through  an  Individual  Retirement  Account 
(IRA),  or  through  their  employer.  The  issue  for  me  is  people  who 
are  not  saving  enough  for  retirement.  Now,  the  average  contribu- 
tion rate  to  401(k)s  is  9.5  percent.  That  is,  if  people  maintain  that 
for  a  full  year,  going  to  be  enough  to  give  them  a  pretty  com- 
fortable retirement.  It  is  the  people  who  are  not  covered  by  private 
pensions  who  concern  me  and  the  people  who  are  not  saving 
enough  in  those  private  pensions.  If  one  were  to  save — to  add  on 
to  Social  Security  a  mandatory  4-percent  contribution  to  some  form 
of  account — and  clearly  the  people  who  are  in  401(k)s  already,  they 
are  not  going  to  change  their  behavior,  but  you  are  going  to  pick 
up  the  people  who  are  currently  going  to  be  relying  solely  on  Social 
Security  in  their  retirement,  and  they  are  not  going  to  have  a  very 
comfortable  retirement. 

Chairman  MCCRERY.  Well,  I  didn't  understand  that  last  com- 
ment. If  we  keep  the  current  system  and  then  add  on  a  4  percent 
account? 

Mr.  WHITEHOUSE.  The  people  who  are  saving  already  in  that 
401(k)  are  in  the  company  plans.  They  don't  need  to  change.  They 
are  doing  that  already,  but  there  are  some  people  who  are  not  sav- 
ing enough. 

Chairman  MCCRERY.  Right,  but  why  wouldn't  the  4  percent 
add-on  account  not  help  those  who  are  not  saving  enough? 

Mr.  WHITEHOUSE.  It  would  make  them  save.  They  are  not  sav- 
ing at  the  moment. 

Chairman  MCCRERY.  It  would  help  them. 
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Mr.  WHITEHOUSE.  Yes,  it  would  help  them.  Those  are  the  peo- 
ple who  concern  me.  They  are  not  saving  enough.  We  are  having 
this  debate  in  the  UK  at  the  moment  about  how — the  importance 
of  compulsion  in  this.  I  think  the  United  States  performs  very  well. 
Most  people  are  saving  enough  for  retirement.  People  who  are  cur- 
rently retired,  most  of  them,  are  in  a  good  position.  There  is  a 
missing  sort  of  25  percent  of  the  work  force  who  are  not  saving 
enough  now,  and  25  percent  of  pensioners  who  are  on  very  low  in- 
comes. 

Chairman  MCCRERY.  Dr.  James? 

Dr.  JAMES.  Yes.  Just  following  up,  and  so  I  can  explain  what 
I  meant  by  my  comment,  if  we  want  to  maintain  the  currently 
scheduled  benefit  level  from  the  total — from  what  I  see  as  the  total 
mandatory  plan — that  will  require  additional  funding.  That  is  why 
I  thought  of  a  mandatory  add-on.  The  question  is  where  should  the 
funding  go?  Better  off  going  into  an  individual  account,  in  my  opin- 
ion, than  into  the  Social  Security  Trust  Fund.  There  is  a  danger 
if  it  goes  into  the  Social  Security  Trust  Fund  that  it  will  be  bor- 
rowed by  the  Treasury  and  actually  increase  Treasury  borrowing 
more  than  we  would  have  otherwise.  In  that  case,  the  extra  money 
would  not  be  increasing  national  saving,  it  would  leave  us  with  a 
bigger  debt  at  the  end.  So,  that  is  a  rationale  for  putting  the  money 
into  individual  accounts  where  the  money  is  actually  invested  in 
productive  assets,  and  does  not — is  less  likely  to — increase  Treas- 
ury borrowing.  In  addition,  as  Ed  Whitehouse  said,  what  this  really 
does  is  to  make  sure  that  everyone  saves  some  minimal  amount. 
I  think  the  proportion  that  is  not  saving  enough  through  401(k)s 
is  probably  greater  than  25  percent  when  you  take  into  account  the 
amount  that  they  save,  the  consistency  of  saving  through  a  life- 
time, and  the  likelihood  that  they  will  keep  it  in  the  401(k)  until 
retirement.  I  believe  the  proportion  with  insufficient  voluntary  sav- 
ing is  greater  than  25  percent.  That  is  basically  the  reason  for  the 
mandate.  The  people  who  are  already  saving  through  401(k)s  might 
actually  reduce  that  saving  if  they  had  to  put  the  money  into  an 
add-on,  which  would  be  a  little  bit  of  an  offsetting  factor. 

Chairman  MCCRERY.  If  you  took  it  out  of  their  pockets,  yes. 

Dr.  JAMES.  Yes,  if  you  took  it  out  of  their  pockets. 

Chairman  MCCRERY.  There  may  be  an  offset,  yes. 

Dr.  JAMES.  Now,  your  method  might  have  a  somewhat  different 
effect 

Chairman  MCCRERY.  Ms.  Coronado? 

Ms.  CORONADO.  If  I  could  make  one  general  comment  about 
the  general  revenue  financing  of  this.  You  are  sort  of  weakening- 
through  that  method  of  financing,  you  are  weakening  the  link  be- 
tween the  taxes  paid  and  the  benefits  received.  If  one  of  the  goals 
of  addressing  the  aging  problem  is  to  strengthen  the  incentives  to 
keep  working,  and  if  your  work  results  in  higher  benefits  in  the  fu- 
ture, then  that  is  a  good  thing  for  the  stability  of  the  system.  Gen- 
eral revenue  financing  weakens  that  link  because  it  is  not  if  I  work 
more,  or  if  I  work  harder,  or  if  I  work  a  year  longer  I  am  going 
to  have  more  benefits,  it  is  just  going  to  come  from  the  government. 
That  sort  of  financing  actually  creates  more  of  the  dependency 
mentality  rather  than  the  right  incentives  for  retirement,  delaying 
retirement. 
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Chairman  MCCRERY.  I  understand  that  link,  but  I  also  under- 
stand the  current  fiscal  situation  of  the  United  States,  which  is  we 
are  taking  in  more  than  we  need  to  pay  benefits  right  now.  The 
surplus  that  we  are  taking  in  is  really  general  revenue.  Don't  kid 
yourself.  We  are  spending  every  penny  of  it  for  defense,  for  other 
things.  To  me,  it  doesn't  make  a  whole  lot  of  difference  whether  it 
is  general  revenues  or  payroll  tax  revenues.  We  are  using  that 
money  as  if  it  were  general  revenues  and  have  been  for  quite  some 
time,  and  will  be  for  the  next  11,  12,  13  years,  depending  on  whose 
numbers  you  believe.  I  am  not  really  hung  up  on  that.  I  am  wor- 
ried about  Mr.  Whitehouse's  concern  about  providing  for  a  min- 
imum level  of  retirement  security  for  everybody  in  this  country.  I 
don't  really  care  how  we  do  it,  except  I  want  to  do  it  in  a  fiscally 
sound  way.  The  Social  Security  system,  as  it  is  currently  built,  is 
a  ticking  time  bomb.  As  Dr.  James  alluded  to,  if  we  just  increase 
payroll  taxes  we  are  just  going  to  add  more  debt,  in  effect.  That  is 
what  I  want  to  avoid.  That  is  why,  to  me,  this  concept  of  pre-fund- 
ing  through  personal  accounts  is  a  no  brainer,  as  evidenced  by  the 
rest  of  the  world  that  is  doing  this. 

Why  is  the  concept  so  hard  for  some  to  grasp  that  we  are  going 
to  have  to  pay  the  bill  now  or  pay  later?  The  way  we  are  financing 
this  thing  now,  we  are  costing  ourselves  money.  We  are  paying  our- 
selves interest.  We  are  promising  ourselves  to  pay  ourselves  inter- 
est over  time.  That  is  swell  if  you  are  prepared  to  raise  taxes 
enough  to  cover  the  bill.  The  rest  of  the  world  has  seen  that  if  we 
take  advantage  of  capital  markets,  if  we  take  advantage  of  the  pri- 
vate sector  to  pay  us  interest  over  time,  that  is  going  to  help  us 
pay  our  bills  for  this  minimum  security  that  we  want  to  provide  for 
the  people  in  the  United  States.  What  is  wrong  with  that  analysis? 
Dr.  Baker,  I  am  sure  you  have  some  comment. 

Dr.  BAKER.  Glad  you  asked. 

Chairman  MCCRERY.  Frankly,  I  am  anxious  to  hear  you  be- 
cause it  is  unassailable.  The  rest  of  the  world  has  reached  that  con- 
clusion, so,  what  is  wrong  with  it? 

Dr.  BAKER.  Well,  the  rest  of  the  world  hasn't  reached  that  con- 
clusion. 

Chairman  MCCRERY.  Well,  they  seem  to  be  headed  that  way. 

Dr.  BAKER.  That  is  not  clear.  Actually  the  World  Bank  study  of 
Latin  American  reform  programs  suggested  that  they  should  view 
these  privatized  systems  as  transitions  to  it  moving  to  a  system 
like  the  United  States  where  you  have  a  well-defined  benefit  sys- 
tem and  a  well- working  voluntary  system  like  our  401(k)  employer- 
based  system.  I  won't  assume  that  the  rest  of  the  world  is  moving 
toward  that  at  all.  The  second  point  you  asked  me  what  is  wrong 
with  the  logic.  The  logic  is  unassailable.  The  point  here  is  the  na- 
tional savings  rate.  Now,  if  you  are  concerned — it  strikes  me  as 
very  peculiar.  I  don't  spend  that  much  time  on  this  at  all,  but  the 
Social  Security  system  is  a  system  that  is  currently  running  a  sur- 
plus. It  is  the  rest  of  the  budget  that  is  $600  billion  in  deficit.  If 
the  Congress  is  concerned  that  we  have  inadequate  national  sav- 
ings, it  could  address  that  tomorrow  by  doing  something  about  the 
rest  of  that  deficit.  That  affects  how  rich  we  will  be  10,  20,  30  years 
in  the  future.  It  is  national  savings,  it  is  not  Social  Security,  per 
se.  So,  you  say,  okay,  we  are  going  to  give  you  this  add-on,  and  you 
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say,  we  are  going  to  finance  it  either— well,  if  we  do  it  by  bor- 
rowing, debt  is  not  going  to  affect  anything  at  all.  If  we  are  going 
to  do  it  by  raising  taxes,  we  could  have  done  it  anyhow.  We  can 
do  it  by  cuts  in  other  programs.  That  is  fine.  If  you  have  the  pro- 
grams you  want  on  the  chopping  block. 

Chairman  MCCRERY.  If  we  raise  taxes  now,  Dr.  Baker,  to  fund 
something  that  is  going  to  pay  us  interest,  to  me  that  makes  more 
sense  than  waiting  to  raise  taxes  even  more  to  cover  the  interest 
that  we  promised  ourselves.  I  see  everybody  else  on  the  panel  nod- 
ding. I  just  want  the  record  to  reflect  that. 

Dr.  BAKER.  I  would  go  back  to  the  point  that  Dr.  Coronado 
made,  however.  If  you  are  thinking  about  raising  taxes,  I  think  it 
is  better  to  raise  them  and  put  that  into  the  individual  accounts, 
so  that  the  individual  doesn't  think  of  it  as  a  tax.  It  is  actually 
something  that  is  actually  revenue. 

Chairman  MCCRERY.  Actually,  revenue  neutral.  If  we  put  it  all 
back  into  private  accounts  for  individuals,  then  it  is  basically  a  rev- 
enue neutral  approach.  We  have  given  back  in  the  form  of  personal 
account  money,  in  a  personal  account,  every  penny  that  we  have 
raised  in  taxes.  So,  it  is  not  really  a  tax  increase.  It  is  something 
that  is  revenue  neutral. 

Dr.  BAKER.  You  do  have  the  administrative  taxes  though. 

Chairman  MCCRERY.  We  have  raised  taxes,  Mr.  Pomeroy,  on 
the  one  hand — don't  laugh — and  we  have  given  it  all  back  on  the 
other  hand. 

Mr.  POMEROY.  Mr.  Chairman,  I  did  not  mean  to  snicker. 

Dr.  JAMES.  Could  I  just  make  a  point  on  the  administrative 
costs?  The  administrative  costs  of  this  plan  would  actually  be  lower 
than  the  average  individual  pays  today  when  they  save  in  401(k)s 
or  in  mutual  funds.  The  plan  could  be  set  up  to  provide  an  oppor- 
tunity for  people  to  save  and  invest  their  savings  at  lower  adminis- 
trative costs  than  they  face  now  in  the  voluntary  market.  That  is 
a  plus  of  the  system,  not  a  minus. 

Chairman  MCCRERY.  Thank  you.  I  have  taken  far  too  much 
time,  but  I  appreciate  the  responses  of  the  panel,  and  I  appreciate 
the  patience  of  my  colleagues.  Mr.  Levin. 

Mr.  LEVIN.  Well,  I  was  going  to  ask  some  questions,  but  I  think 
I  need  to  

Chairman  MCCRERY.  You  may.  You  may  also  take  up  some 
more  time. 

Mr.  LEVIN.  I  would  like  to  say  a  few  things  about  what  you  said. 
It  is  really  strange  that  those  who  favor  replacing  the  Social  Secu- 
rity system  because  of  the  present  budget  situation  are  those  who 
have  voted  for  policies  that  have  helped  create  

Chairman  MCCRERY.  Mr.  Levin,  let  me  just  interrupt  here  be- 
cause I  am  not  here  to  defend  the  President's  plan.  You  keep  refer- 
ring to  the  President's  plan. 

Mr.  LEVIN.  Let  me  finish. 

Chairman  MCCRERY.  Well,  I  just  want  to  make  it  clear  that  I 
am  prepared  to  talk  with  you  about  not  replacing  the  current  So- 
cial Security  system  but  adding  to  it,  making  it  better.  I  would  love 
to  have  that  discussion,  rather  than  you  continue  to  characterize 
us  as  wanting  to  do  away  with  the  current  Social  Security  system. 

Mr.  LEVIN.  That  is  what  the  President  has  proposed. 
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Chairman  MCCRERY.  It  is  up  to  the  Congress  to  dispose.  The 
President  may  propose  what  he  wants.  It  is  our  job  to  dispose.  We 
can  only  do  that  through  a  dialog. 

Mr.  LEVIN.  I  am  all  in  favor  of  a  dialog,  but  the  President  set 
a  path  in  the  State  of  the  Union,  on  a  strictly  partisan  basis,  to 
say,  "I  want  privatization."  It  would  diminish  dramatically  the  re- 
placement rate  that  you  already  say  is  relatively  low  compared  to 
other  plans,  and  also  would  create  massive  debt.  Now — let  me  just 
finish. 

Chairman  MCCRERY.  Okay. 

Mr.  LEVIN.  We  have  made  clear  that  that  is  unacceptable.  We 
will  not  agree  to  replace  the  Social  Security  system.  We  will  not 
agree  to  the  diminution  of  the  replacement  rate.  We  will  not  agree 
to  this  massive  borrowing.  The  President  is  the  chief  legislator  in 
this  country  whether  he  is  a  Democrat  Republican.  He  has  the 
power  to  propose,  and  he  also  has  the  power  to  dispose.  He  can 
veto  anything  that  we  pass.  It  is  totally  misguided  to  say,  all  right, 
the  President  is  out  there,  let's  go  on,  but  we  have  said  yes.  Once 
the  President  of  this  country  says  that  he  is  willing  to  set  aside  the 
privatization  proposals,  we  have  always  said  we  are  willing  to  sit 
down  and  talk  about  how  we  shore  up  the  Social  Security  system. 
There  is  a  shortfall.  We  want  to  address  it  without  replacing  the 
system. 

The  President  continues  to  say  that  privatization  is  a  condition 
for  his  acceptance  of  any  plan.  He  is  out  campaigning  saying  that 
today  while  the  American  people  are  telling  him  that  is  not  accept- 
able. The  American  people  are  not  willing  to  have  privatization  of 
our  Social  Security  system  or  whatever  you  want  to  call  it.  So,  it 
is  up  to  the  President  to  remove  the  barrier  to  our  sitting  down  and 
having  a  discussion  as  to  this  shortfall.  Now,  it  is  interesting  you 
say  the  Social  Security  moneys  are  general  revenue  moneys.  When 
it  is  your  policies — I  agree  there  was  9/11.  That  is  part  of  it.  There 
was  a  recession.  We  don't  have  to  argue  about  who  caused  it  at  this 
point.  There  have  been  a  lot  of  policies,  including  tax  cut  policies, 
that  have  not  benefited  savings  in  this  country,  and  I  think,  have 
undermined  this  country. 

So,  you  use  these  huge  deficits  as  an  excuse  to  replace  Social  Se- 
curity. They  aren't  general  revenue  moneys  unless  this  Congress 
acts  as  if  they  were.  In  the  nineties  we  took  steps  to  make  sure 
that  we  were  not  going  to  use  Social  Security  moneys  for  general 
revenue  purposes.  We  had  a  projected  $5.6  trillion  surplus  not 
using  Social  Security  moneys.  So,  you  are  saying  because  your  poli- 
cies have  led  us  to  use  Social  Security  moneys,  we  therefore  need 
to  change  the  system,  and  that  is  simply  not  acceptable.  It  is  not 
acceptable  to  us.  You  say — I  want  to  say  a  word  about  the  increas- 
ing of  savings.  Look,  you  can  do  it  through  various  devices,  but 
there  are  some  program  cuts  that  will  not  increase  savings.  If  you 
cut  education  programs,  or  if  you  cut  some  other  programs  and 
force  people  to  use  their  moneys  without  any  government  help,  you 
are  not  going  to  increase  the  savings  rate.  You  are  essentially  dis- 
placing private  savings.  If  you  will  have  the  President  say  the  same 
thing  that  you  will,  take  them — go  beyond  the  barrier  of  privatiza- 
tion, we  will  sit  down.  He  created  that  barrier,  not  the  Democrats, 
he  did.  You  shake  your  head  no.  He  is  the  one  who  proposed  it.  He 
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is  the  one  who  continues  to  insist  that  they  must  be  part  of  any 
plan.  I  was  going  to  ask  some  questions. 
Chairman  MCCRERY.  Go  ahead. 

Mr.  LEVIN.  Let  me  just  ask  one  or  two,  if  I  might.  It  really  rein- 
forces what  I  have  said.  We  each  used  this,  the  issue  of  other  coun- 
tries, I  think,  to  support  our  own  positions.  Mr.  McCrery,  you  have 
been  very  fair  in  creating  panels.  I  think  this  is  kind  of  an  excep- 
tion to  the  rule  you  have  followed. 

Chairman  MCCRERY.  Thank  you,  Mr.  Levin. 

Mr.  LEVIN.  It  is  kind  of  a  McCrery  exception.  I  kind  of  chuckle 
when  the  Heritage  Foundation  says  it  doesn't  take  a  position  on 
plans.  No,  I  take  my  hat  off  to  you.  You  have  been — as  Cato  has 
been — very  clear  for  decades.  You  want  to  replace  Social  Security 
with  a  private  system,  or  whatever  you  call  it.  Well,  I  will  quote 
back  what  you  said  and  what  Cato  has  said.  Let  me  just  emphasize 
this  issue  of  borrowing,  because  you  said  in  your  testimony — I  will 
just  ask  one  question  of  Ms.  James,  Dr.  James,  excuse  me.  If  we 
in  the  United  States  want  to  use — this  is  on  page  four.  If  we  want 
to  use  pension  reform  as  a  way  to  increase  national  savings,  we  ei- 
ther must  use  an  add-on  or  we  must  come  up  with  a  plan  for  tran- 
sition finance  that  does  not  depend  heavily  on  enlarging  the  public 
debt.  The  President's  proposal,  in  addition  to  all  of  its  other  rami- 
fications, involves  massive  debt,  which  it  said  in  some  cases,  in- 
cluding Mr.  Shaw's  comments,  over  decades  would  be  offset.  We 
just  are  not  willing,  and  most  Members  have  not  been  willing  to 
accept  more  massive  debt  on  top  of  the  trillions  we  already  have, 
with  the  belief  that  40,  50  years  from  now  that  that  massive  debt 
will  be  counteracted.  So,  I  think  this  hearing  is  serving  a  useful 
purpose,  and  to  the  Chairman,  as  soon  as  we  have  an  acknowledg- 
ment that  private  savings  are  not  a  condition  for  a  discussion  of 
the  shortfall,  we  will  sit  down,  that  you  say  we  will  take  it  off  the 
table. 

Chairman  MCCRERY.  Say  that  again? 

Mr.  LEVIN.  That  we  will  take  it  off  the  table? 

Chairman  MCCRERY.  Before  that. 

Mr.  LEVIN.  We  will  sit  down. 

Chairman  MCCRERY.  Before  that. 

Mr.  LEVIN.  What  we  are  saying  is  the  President  has  made  it  a 
condition  that  there  be  privatization,  a  diversion  of  Social  Security 
moneys.  We  are  not  willing  to  accept  that  as  a  basis  for  negotia- 
tion. 

Chairman  MCCRERY.  Okay.  Once  again,  that  is  the  President's 
proposal  to  divert  money  from  the  trust  fund  and  to  finance  it  with 
debt.  Once  again,  the  President  may  propose  all  he  likes.  It  is  up 
to  the  Congress  to  dispose  of  those  recommendations.  If  you  would 
like  to  sit  down,  along  with  some  of  your  colleagues,  and  discuss 
alternative  ways  to  finance  personal  accounts  so  that  we  may  pre- 
fund  some  of  these  obligations  we  know  we  have  in  the  Social  Secu- 
rity system,  I  am  perfectly  willing  to  do  that,  as,  I  believe,  are 
other  Republicans  in  Congress. 

Mr.  LEVIN.  Is  it  your  understanding  that  either  diversion  of  So- 
cial Security  moneys  or  borrowing  would  be  part  of  your  proposal? 
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Chairman  MCCRERY.  We  wouldn't  go  in  with  that  under- 
standing, but  we  could  go  in  certainly  putting  that  on  the  table, 
and  discussing  it  and  seeing  what  we  can  come  up  with. 

Mr.  LEVIN.  That  is  the  status  quo,  that  the — it  is  that  that  has 
been  the  barrier,  Mr.  Chairman,  and  that  the  President  take  the 
barrier  away. 

Chairman  MCCRERY.  Well,  let  us  take  the  barrier  away. 
Mr.  LEVIN.  Well,  you  take  it  away. 

Chairman  MCCRERY.  I  have  

Mr.  LEVIN.  Well,  you  haven't  taken  it  away. 

Chairman  MCCRERY.  We  will  try. 

Mr.  LEVIN.  Take  it  away  and  we  will  go. 

Chairman  MCCRERY.  In  plain  words,  it  is  gone.  You  and  I  can 
sit  down  and  start  from  scratch  and  try  to  construct  something 
that  makes  enough  sense  to  enough  of  us  so  that  we  can  pass 
something  to  do  something  very  good  for  future  generations  of 
Americans  as  well  as  current  generations. 

Mr.  LEVIN.  Well,  I  think  the  Democratic  Party— and  I  will  fin- 
ish— we  have  always  favored  strengthening  Social  Security. 

Chairman  MCCRERY.  You  have. 

Mr.  LEVIN.  As  long  as  the  premise  is — as  it  was  in  1983 — 
strengthening  it,  not  replacing  it,  if  that  is  the  clear  understanding, 
we  can  sit  down.  That  has  not  been  the  proposal  either  of  the 
President  or  from  your  party. 

Chairman  MCCRERY.  Well,  I  appreciate  very  much  your  offer  to 
sit  down,  and  I  will  look  forward  to  taking  you  up  on  that.  Mr. 
Shaw. 

Mr.  SHAW.  Thank  you,  Mr.  Chairman.  I  can't  help  but  wonder 
what  some  of  these  folks  from  across  the  pond  must  be  thinking 
about,  some  of  the  things  we  are  hearing  here  today. 

Mr.  LEVIN.  They  hear  more  in  the  House  of  Commons. 

Mr.  SHAW.  We  see  it  sometimes  on  C-SPAN,  so,  we  are  doing 
this  to  sort  of  make  you  feel  at  home,  I  guess.  I  would  like  to — 
I  have  to  use  some  of  my  time  to  set  the  record  straight.  I  do  not 
know  of  one  single  time  the  President  of  the  United  States  has  put 
as  a  condition  to  sitting  down  with  Democrats  that  they  have  to 
agree  with  his  plan  or  they  have  to  agree  with  individual  accounts. 
I  do  know — and  you  heard  it  here  today — that  the  Democratic  lead- 
er on  the  Subcommittee  on  Social  Security  said  that  it  is — that  the 
President  put  his  plan  aside  as  a  condition  to  sit  down  and  nego- 
tiate, yet  he  has  no  plan  to  bring  to  the  table.  How  can  you  nego- 
tiate with  somebody  who  has  no  plan?  That  doesn't  make  any  sense 
to  me.  I  think  the  President — and  the  President  has  made  it  very, 
very  clear  to  this  Congress — that  he  is  welcoming  all  ideas  to  save 
Social  Security.  He  has  one  idea.  Quite  frankly,  my  idea  is  different 
than  his.  I  put  mine  on  the  table,  and  I  made  him  very  much 
aware  of  it.  The  reason  that  I  support  individual  accounts,  I  don't 
know  any  other  way  out  of  this  box.  Mr.  Whitehouse,  you  said  that 
401(k)s  were  bringing  in  an  average  of  9.5  percent;  is  that  correct? 

Mr.  WHITEHOUSE.  That  is  the  Employee  Benefits  Research  In- 
stitute— Investment  Company  Institute  surveys  of  401(k)s,  the 
largest  survey,  they  have  average  contribution,  both  employee  and 
employer,  comes  to  9.5  percent. 
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Mr.  SHAW.  Do  you  think  it  is  reasonable  then  to  assume  that 
individual  accounts  might  well  throw  off  the  same  percentage? 

Mr.  WHITEHOUSE.  You  mean  that  people  would  voluntarily 
contribute  more  than  the  amount  diverted  into  them. 

Mr.  SHAW.  I  am  sorry? 

Mr.  WHITEHOUSE.  That  people  would  make  additional  vol- 
untary contributions  to  the  account. 
Mr.  SHAW.  Is  the  rate  of  return  9.5  percent? 
Mr.  WHITEHOUSE.  No,  no,  no,  that  is  the  contribution  rate. 
Mr.  SHAW.  Oh,  I  am  sorry. 

Mr.  WHITEHOUSE.  That  is  the  amount  of  earnings  that  people 
put  in. 

Mr.  SHAW.  What  is  the  rate  of  return?  That  is  the  important  fig- 
ure that  we  are  talking  about. 

Mr.  WHITEHOUSE.  I  would  say  that  over  time  that  the  real 
rate  of  return  on  pension  funds  in  the  United  States  is  probably 
about  4  or  5  percent,  real,  over  a  very  long  period.  I  don't  have  the 
exact  numbers,  but  that  would  be  my  guess. 

Mr.  SHAW.  So,  we  should  probably  assume  that  would  be  the  re- 
turn we  will  get  on  the  individual  accounts? 

Dr.  BAKER.  Actually  not  

Mr.  SHAW.  I  didn't  ask  you.  If  I  could — listen  I  have  already 
heard  you  talk.  I  know  you  are  an  economist,  but  your  assumptions 
are  really  over  the  top.  Mr.  Whitehouse. 

Mr.  LEVIN.  He  is  in  trouble  with  the  panel. 

Mr.  WHITEHOUSE.  I  wouldn't  like  to  make  an  over-the-top  as- 
sumption and  forecast  the  future.  I  am  not  very  comfortable  with 
that.  In  our  work  at  the  OECD  we  tend  to  assume  a  3.5  percent 
real  rate  of  return  on  private  funded  pensions,  which  I  think  is  a 
reasonable,  conservative  sum. 

Mr.  SHAW.  What  is  the  mix  on  that?  I  know  that  the  actuaries 
at  Social  Security  are — I  believe  that  they  have  come  in  with  over 
5  percent  assumed  return,  and  I  think  that  is  with  about  25  points 
being  paid  out. 

Mr.  WHITEHOUSE.  I  think  Dr.  James  here,  who  was  on  the 
Commission  

Dr.  JAMES.  We  used,  with  a  50/50  portfolio,  we  used  a  4.6  per- 
cent net  return.  I  am  assuming  that  the  administrative  costs  would 
be  30  basis  points,  that  was  4.9  percent  minus  0.3,  so,  it  came  to 
4.6.  That  is  for  50/50  portfolio.  Of  course,  it  depends  on  what  port- 
folio you  assume,  as  you  know,  and  what  you  assume  about  the  fu- 
ture. 

Mr.  SHAW.  All  right.  Mr.  Vasquez,  you  testified  on  the  Chile 
plan.  As  part  of  your  testimony,  you  were  talking  about  some  30 
to  40  percent  of  the  workers  are  self-employed  and  do  not  have  to 
pay  into  any  type  of  an  account.  What  percentage  of  the  workers 
who  have  employers  and  are  not  self-employed,  what  percentage  of 
them  opt  to  go  into  the  personal  account? 

Mr.  VASQUEZ.  Most  of  the  workers  are  in  the  personal  accounts. 
The  issue  is  the  level  of  contributions,  and  though  self-employed 
have  the  option  of  affiliating  with  the  private  pension  system,  most 
of  them  do.  They  are  not  obligated  to  contribute,  and  that  is  why 
you  see  within  the  labor  force — why  30  percent  of  the  labor  force, 
which  is  self-employed,  is  not  regularly  contributing.  They  are  put- 
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ting  their  money  into  other  types  of  investments,  like  their  own 
businesses  and  that  kind  of  thing.  So,  you  see  an  increase  in  the 
rate  of  coverage  of  the  work  force  from  the  time  that  the  reform 
began,  and  it  is  now  higher  than  it  was  before  the  reform  happened 
under  the  old  system.  The  World  Bank  just  published  a  study  this 
year  that  found  since  the  reform  was  introduced,  the  contribution 
rates  of  people  who  were  entering  the  work  force  after  1981  have 
increased  significantly  compared  to  prior  to  the  reform. 

Mr.  SHAW.  So,  what  Dr.  Baker  said,  that  people  are  voting  with 
their  feet  and  leaving  these  plans  is  simply  not  true? 

Mr.  VASQUEZ.  No,  I  totally  disagree  with  that.  He  used  the 
measure  of  minimum  pensions  as  some  sort  of  an  example — today 
there  are  about  65,000  minimum  pensions  that  are  being  paid  by 
the  government.  Let  us  remember  that  when  you  talk  about  a  min- 
imum pension,  the  government  is  not  paying  the  entire  minimum 
pension.  It  is  topping  up  what  the  people  who  have  accumulated 
money  can't  make  up.  So,  it  ends  up  paying  maybe  20  or  30  percent 
of  that.  That  represents  about  12  percent  of  the  actual  pensions 
that  the  system  is  paying.  The  vast  majority  of  people  who  are  in 
the  system  getting  pensions  are,  if  you  want  to  talk  about  it  as  vot- 
ing with  their  feet,  voting  in  favor  of  the  private  sector. 

Chairman  MCCRERY.  Thank  you. 

Mr.  SHAW.  Thank  you. 

Chairman  MCCRERY.  Thank  you,  Mr.  Shaw.  Mr.  Neal. 

Mr.  NEAL.  Thank  you  very  much,  Mr.  Chairman.  I  also  want  to 
thank  Chairman  McCrery  for  not  only  the  talent  and  caliber  of  the 
witnesses,  but  for  the  opportunity  to  address  the  witnesses.  I  wish 
that  happened  more  often  in  the  full  Committee,  but  I  think  you 
have  really  done  a  good  job  with  the  Subcommittee.  I  am  also 
pleased  that  he  acknowledged  a  certain  reality  today  when  he  said 
that  the  Social  Security  surplus  is  being  used  to  fund  a  lot  of  sur- 
plus government  expenditures.  He  mentioned  defense  and  he  men- 
tioned a  number  of  other  things,  but  there  is  also  another  reality. 
It  was  used  to  fund  the  tax  cuts,  $2  trillion  worth  of  tax  cuts,  over 
the  next  10  years,  and  then  to  say  there  is  a  problem  in  the  Social 
Security  Trust  Fund?  After  we  ripped  $2  trillion  out? 

One  of  the  problems  of  the  modern  Congress  here  is  this  is  the 
Stepford  Congress.  This  Congress  has  abrogated  its  authority.  We 
don't  ask  questions  about  Iraq,  we  don't  ask  questions  about 
changed  policy  numbers  in  terms  of  the  Medicare  debate  and  pre- 
scription drugs.  We  don't  ask  questions  about  people  who  edit  re- 
ports on  global  warning.  Nobody  is  dragged  before  this  Congress  to 
ask  a  question.  Even  in  the  European  system  or  the  British  system 
members  get  up — Prime  Minister  Blair's  own  party,  they  resign, 
they  go  at  it  with  him.  Pretty  good.  That  never  happens  in  this 
Congress. 

To  argue  that  the  President  doesn't  dictate  what  the  majority 
party  in  Congress  does  is  disingenuous.  Whatever  he  says  with  this 
Congress,  majority,  it  goes,  and  everybody  knows  it.  They  speak 
with  one  voice  on  everything,  and  you  can  see  the  disarray  in  Iraq 
and  across  the  world  now  because  of  it.  The  job  of  Congress  is  to 
ask  occasionally,  just  occasionally,  maybe  a  few  questions  about 
policy.  Let  me  ask  and  make  a  couple  of  points.  The  witnesses 
today  have  extolled  the  virtues  of  privatization.  You  have  advo- 
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cated  that  the  U.S.  adopt  this  approach.  At  the  same  time  we  have 
heard  some  pretty  glaring  facts.  There  have  been,  quote,  mis-sell- 
ing scandals  in  the  UK.  Administrative  costs  have  skyrocketed,  eat- 
ing away  at  people's  benefits  in  many  of  these  countries.  When 
given  the  option — I  want  to  come  back  to  you,  Mr.  John,  because 
you  raised  a  good  point  about  the  mis-selling  issue.  For  those  of  us 
like  Mr.  McCrery,  Mr.  Levin,  and  Mr.  Shaw  who  were  here  during 
the  Savings  and  Loan  debacle,  we  know  that  part  of  the  problem 
was  that  people  who  weren't  qualified  to  get  into  that  business  got 
into  that  business,  and  that  is  something  we  should  be  mindful  of. 

We  have  also  heard  that  when  given  the  option  large  numbers 
of  workers  don't  participate  in  the  savings  programs  in  the  UK, 
and  in  Chile.  We  have  also  heard  that  price  indexes  eroded  the 
value  of  benefits  quite  significantly.  I  think  that  as  we  focus  on  the 
benefits  of  the  proposals  that  have  been  offered  today,  it  is  also  fair 
to  focus  on  some  of  the  weaknesses.  The  idea  is  not  necessarily  to 
strengthen  capital  markets,  the  idea  is  to  provide  security  in  retire- 
ment. We  have  not  heard  either  of  the  witnesses  speak  to  the  no- 
tion of  disability.  We  haven't  heard  the  witnesses  speak  to  the 
question  of  survivors'  benefits,  what  happens  to  widows,  what  hap- 
pens to  children.  Maybe  we  could  hear  from  the  witnesses — Dr. 
James  you  are  nodding  your  head,  would  you  speak  to  that,  please? 

Dr.  JAMES.  Yes,  I  was  actually  just  in  Chile  to  study  disability 
and  survivors'  benefits.  I  was  there  for  two  weeks.  In  fact,  that  is 
been  an  under-studied  topic.  If  you  like,  I  can  tell  you  what  their 
system  is.  It  is  a  novel  system.  I  don't  know  if  you  would  like  to 
hear  the  details  about  that.  Basically,  they  use  the  individual  ac- 
counts and  turn  it  into  a  DB.  They  guarantee  that  a  disabled  per- 
son will  get  70  percent  of  his  last  5  years  average  earning.  From 
the  point  of  view  of  the  recipient,  it  is  actually  a  DB,  but  it  is  a 
DB  that  uses  the  money  in  the  accounts.  The  pension  fund  is  re- 
quired to  buy  a  group  insurance  policy  that  will  top  up  the  account 
enough  to  purchase  an  annuity  of  that  value,  and,  because  it  uses 
the  money  in  the  accounts,  it  costs  quite  a  bit  less  than  most  other 
countries.  It  costs  about  1  percent  of  earnings  per  year. 

Mr.  NEAL.  What  about  survivors'  benefit? 

Dr.  JAMES.  Same  for  survivors,  it  is  part  of  the  same  program. 
I  haven't  completely  analyzed  it  yet,  but  that  is  the  basic  system. 
Mr.  NEAL.  I  know  that  

Dr.  JAMES.  It  is  something  we  need  to  talk  about. 

Mr.  NEAL.  My  time  is  running  out.  If  I  could  go  back  to  Dr. 
Baker  here.  Many  of  the  witnesses  have  focused  on  lessons  we 
could  draw  from  countries  that  have  had  some  problems  with  pri- 
vate accounts.  They  have  also  extolled  those  virtues,  as  I  indicated 
a  moment  ago.  What  are  the  best  lessons  for  us  to  learn,  you  think, 
as  we  get  down  the  road  in  the  Social  Security  debate.  I  meant 
what  I  said  about  Mr.  McCrery  in  terms  of  the  witnesses.  He  really 
has  done  a  good  job  with  these  panels. 

Dr.  BAKER.  Well,  just  to  repeat  a  couple  of  points.  First  off, 
there  is  no  way  to  escape  the  risk  that  we  are  replacing  a  system 
of  guaranteed  benefit  with  risk.  I  know  it  is  actually  the  intention 
of  many  people  to  cut  benefits,  and  use  the  privatization  as  a  way 
to  cut  benefits.  So,  you  have  had  the  problem  in  England  where 
you  are  facing  a  situation  where  future  generations  of  retirees  will 


84 


have  much  lower  benefits,  at  least  relative  to  their  wage  income, 
than  current  generations.  Thirdly,  there  is  a  lot  of  illusion  here 
about  rates  of  return.  In  Chile  you  had  very  high  rates  of  return 
in  the  eighties  primarily  because  their  main  asset,  Chilean  govern- 
ment bonds,  paid  very  high  interest.  That  is  in  one  pocket,  and  out 
the  other  pocket. 

At  the  risk  of  disagreeing  with  Representative  Shaw,  I  raised 
this  issue  of  stock  returns  to  all  the  economists  in  the  debate,  and 
I  have  asked  a  very  simple  question.  If  you  think  you  will  get  very 
high  return  on  stocks,  give  two  numbers — we  call  it  the  No  Econo- 
mist Left  Behind  Test — the  return  on  dividends  and  capital  gains. 
That  is  the  only  way  we  get  money  from  stocks  that  add  to  your 
assumption  on  returns,  6.5,  7  percent.  Steve  Goss,  Chief  Actuary 
at  the  Social  Security  Administration  (SSA),  said  yes,  you  could  get 
that  if  price/earnings  ratios  first  fell  by  one-fifth.  The  fact  is,  no 
economist  can  support  those  numbers.  I  might  be  wacky  here,  but 
I  stand  by  my  arithmetic. 

Mr.  NEAL.  Finally  I  would  say,  Mr.  Chairman,  that  President 
Bush  did  indicate  that  his  proposal  for  Social  Security — and  he 
spent  a  lot  of  time  traveling  this  country  for  a  guy  who  doesn't 
have  a  proposal — would  include  lower  benefits.  Thank  you,  Mr. 
Chairman. 

Chairman  MCCRERY.  Thank  you,  Mr.  Neal.  Mr.  Lewis. 

Mr.  LEWIS.  Thank  you,  Mr.  Chairman.  Ms.  Bovbjerg,  I  just 
want  to  get  some  respect  here  on  the  problem.  Just  recently,  David 
Walker  testified  before  our  Committee.  I  am  going  back  to  this.  I 
think  I  brought  this  up  the  last  time  you  were  here,  that  in  about 
the  year  2020,  the  revenue  coming  into  the  Treasury  will  only 
cover  entitlements  and  interest  on  the  Federal  debt.  There  will  be 
nothing  left  in  discretionary  spending.  By  2040,  the  revenue  line 
just  comes  in  a  little  bit  above  interest  on  the  debt.  There  is  noth- 
ing for  the  entitlements,  nothing  for  Medicare,  Medicaid,  Social  Se- 
curity. We  keep  hearing  that  Social  Security  will — the  benefits  will 
have  to  be  cut  by  23  percent,  but  looking  at  that  revenue  line  by 
2040,  there  will  be  no  Social  Security,  there  will  be  no  Medicare, 
there  will  be  no  Medicaid.  There  will  only  be  revenue  enough  for 
interest  on  the  debt.  Is  that  chart  accurate  that  you  provided  for 
us? 

Ms.  BOVBJERG.  It  is  our  simulation,  and  it  is  based  on  pre- 
suming that  everything  pretty  much  stays  the  same  in  the  out- 
years.  We  use  the  SSA  and  Congressional  Budget  Office  (CBO)  as- 
sumptions. We  also  assume  that  discretionary  spending  would  grow 
with  the  economy.  We  assume  that  the  tax  provisions  would  not  ex- 
pire in  that  particular  scenario.  It  presumes  essentially  that  you 
are  going  to  make  up  the  difference  with  debt,  and  I  know  that  Mr. 
Walker  has  spoken  a  number  of  times  before  the  full  Committee 
about  the  economic  dangers  of  continuing  on  that  course. 

Mr.  LEWIS.  When  the  fact  is  that  the  average  family  is  pa}dng 
basically  40  percent  of  their  income  in  local,  State,  and  Federal 
taxes,  how  much  higher  would  the  taxes  have  to  be  to  cover  all  of 
our  unfunded  liabilities  and  debt? 

Ms.  BOVBJERG.  Oh,  it  would  have  to  really  be  tremendous.  I 
think  that  one  of  the  things  I  remember  the  last  time  I  was  here 
is  you  asked  me  about  a  $45  trillion  number. 
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Mr.  LEWIS.  Yes. 

Ms.  BOVBJERG.  I  decided,  since  I  wasn't  completely  sure  what 
was  in  that,  I  wouldn't  comment  on  that.  I  looked  at  that  number, 
and  that  is  really  kind  of  mashing  together  all  the  obligations,  the 
things  that  we  think  are  going  to  be  coming  up  with  in  the  future. 
It  is  arguable  whether  that  is — that  is  not  a  budget  number,  that 
is  not  a  CBO  number. 

Mr.  LEWIS.  Right. 

Ms.  BOVBJERG.  It  would  really  represent  a  significant  draw  on 
our  economy.  One  of  the  things  I  was  thinking  about  in  terms  of 
how  you  finance  certain  things  is  that  we  don't  have  a  lot  of  slack. 

Mr.  LEWIS.  Right. 

Ms.  BOVBJERG.  To  finance  more  things  with  debt.  Just  remem- 
ber, we  haven't  decided  yet  how  we  are  going  to  deal  with  the 
health  care  problem. 

Mr.  LEWIS.  Exactly.  If  we  were  just  dealing  with  Social  Secu- 
rity, maybe  we  could  increase  taxes  to  deal  with  that,  but  when 
you  are  dealing  with  the  other  entitlements.  This  is  a  lot  bigger 
problem  that  just  saying,  well,  we  can  increase  taxes.  That  burden 
would — when  you  are  looking  at  a  number  that  is  four  times  the 
size  of  the  American  economy,  my  goodness,  50  years  ago  or  more 
the  government  started  on  a  path  of  a  charge  account  to  pay  for 
retirement  and  health  care  in  this  country.  If  you  look  at  Social  Se- 
curity and  then  the  Great  Society  and  all  of  the  programs,  it  is  ba- 
sically a  charge  account  on  coming  generations,  and  you  don't  have 
the  assets  to  back  it  up  with.  It  is  going  to  be  a  crushing  situation 
if  we  do  don't  do  something,  and  I  think  Social  Security  is  the  easi- 
est problem  to  fix.  That  is  all.  Thank  you. 

Chairman  MCCRERY.  Thank  you,  Mr.  Lewis.  Mr.  Pomeroy. 

Mr.  POMEROY.  Thank  you,  Mr.  Chairman.  I  do  want  to  sin- 
cerely indicate  my  appreciation  to  this  panel  like  the  other  ones 
that  you  have  had.  I  think  that  you  have  displayed  constructive 
leadership  in  your  discussion  of  issues.  I  meant  no  disrespect.  Let 
me  just — first  of  all,  let  me  set  the  stage.  Ms.  Bovbjerg,  if  I  get  the 
essence  of  your  testimony,  it  is  that  we  can  learn  from  one  another 
across  the  community  of  nations,  but  in  the  end  we  each  have  our 
own  idiosyncratic  issues,  and  we  need  to  tailor  our  plans  to  reflect 
individual  circumstances  ranging  from  national  values  to  state  of 
the  economy.  Would  that  be  correct? 

Ms.  BOVBJERG.  Absolutely. 

Mr.  POMEROY.  Let  me  move  to  a  line  that  strikes  me  from  your 
testimony,  Ms.  Coronado.  I  found  the  discussion  of  the  Swedish 
plan  to  be  interesting,  but  on  pages  four  and  five,  you  discuss  the 
way  adaptations  have  been  made  relative  to  the  increasing  life 
expectancies  of  populations,  bottom  of  page  four,  top  of  page  5: 
"Upon  retirement,  the  annuity  rate  will  depend  on  expected  sur- 
vival probabilities  for  each  cohort  so  that  the  beneficiaries  bear  the 
risk  of  future  improvements  in  life  expectancy  through  lower  re- 
placement rates,  although  the  government  continues  to  bear  the 
risk  for  changes  in  immortality  after  retirement  or  you  retire.  If 
your  group  is  living  longer,  your  rate,  your  pension,  is  going  to  go 
down  relative  to  the  income  replacement  rate." 

Then  you  say  that  the  reform  transfers  much  of  the  economic 
and  demographic  uncertainties  directly  into  benefit  levels,  leaving 
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the  financing  of  the  system  generally  quite  robust  to  changing  eco- 
nomic circumstances.  This  is  a  case  to  me  of  us  fixing  the  macro 
problem  and  ignoring  the  micro  problem,  the  micro  problem  being 
the  circumstances  of  an  individual's  finances.  Let  me  just  reflect 
upon  changing  the — transferring  the  economic  and  demographic 
uncertainties  directly  into  benefit  levels.  We  have  talked  a  bit 
about  longevity  risk  and  longevity  indexing.  I  think  we  will  talk 
about  it  some  more.  It  is  a  very  interesting  concept  that  I  have 
some  very  serious  concerns  about,  depending  on  how  you  address 
it.  One  way  I  wouldn't  want  to  address  it  is  one  that  reduces  bene- 
fits because  people  are  living  longer,  because  as  people  are  living 
longer  you  are  going  to  have  more  years  in  retirement  to  have  to 
deal  with  elevating  costs.  I  think  you  made  an  honest  statement 
there,  but  I  don't  think  we  want  that  to  be  a  guiding  principle  of 
ours.  I  think  we  want  to,  in  the  end,  come  up  with  a  reform  pro- 
posal that  holds  micro  right  at  the  forefront  of  what  we  are  trying 

to  do,  because  we  don't  want  to  have  people  

Ms.  CORONADO.  Keep  in  mind  

Mr.  POMEROY.  We  don't  want  to  have  a  healthy  system  on  the 
one  hand,  and  people  that  are  old  and  broke  on  the  other.  So,  we 
have  to  figure  that  out.  In  the  next  paragraph  you  talk  about  how 
they  have  structured  this  in  a  way  that  also  encourages  work  while 
people  can  work,  and  moves  them  into  interesting  notions  of 
phased  retirement  that  we  could  probably  learn  from. 

Ms.  CORONADO.  Right. 

Mr.  POMEROY.  The  core  is  how  do  we  protect  an  adequate  ben- 
efit over  the  long-term.  Frankly,  I  have  some  concerns  about  this. 
Chilean  statistics  that  have  concerned  me,  Mr.  Vasquez,  are  that 
women,  especially  older  women,  are  disproportionately  falling  on 
the  minimum  guaranteed  rate.  Their  earning  power  is  less  for  ac- 
cumulated and  private  accounts.  Then,  their  years  of  receiving  pay- 
ment are  longer.  So,  if  you  are — something  like  65  percent  of 
women,  depending  on  the  minimum  State  pension — I  am  raising  a 
concern  of  where  that  replacement  rate  is.  What  is  the  replacement 
rate?  What  is  the  minimum  rate  in  terms  of  a  dollar  and  a  cent 
per  month? 

Mr.  VASQUEZ.  Currently  it  is  about  $120  or  so. 
Mr.  POMEROY.  It  is  $120  a  month.  Sixty-five  percent  of  women 
are  depending  on  that  minimum  rate? 
Mr.  VASQUEZ.  This  is  an  improvement. 

Mr.  POMEROY.  It  may  be  an  improvement,  but  it  is  no  guiding 
light  for  the  United  States  to  aspire  to  for  this  kind  of  $120  min- 
imum payment  for  elderly  women. 

Mr.  VASQUEZ.  Chile  is  much  poorer  

Mr.  POMEROY.  Let  me  just  ask  you  something  across  the  panel. 
I  will  start  with  Dr.  Baker.  My  time  is  so  short.  I  don't  mean  to 
unfairly  cut  you  off.  I  got  what  I  was  asking  for  with  that  question. 
It  seems  to  me  that  longevity  risk — the  heart  of  providing  a  pen- 
sion program  that  works  over  the  long  haul — entails  keeping  people 
in  a  pool  so  that  we  have  a  mix  of  life  expectancies,  and  so  that 
those  that  are  dying  earlier,  in  the  end,  are  not  drawing  upon  the 
system  nearly  to  the  extent  of  someone  who  lives  long,  so,  you  have 
a  cross  subsidy.  You  operate  a  risk  pool,  a  longevity  risk  pool. 
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Now,  I  do  not  understand  how  you  run  a  private  account  for  ev- 
erybody. We  are  not  in  a  pool  any  more.  I  got  mine,  you  got  yours, 
we  are  all  individual,  and  you  have  that  kind  of  risk  sharing  on 
longevity  risk.  So,  I  think  one  of  the  reasons  we  are  so  opposed  to 
the  private  account  going  in  is  it  is  antithetical,  in  my  opinion,  to 
making  sure  that  people  have  adequate  benefits  in  their  old  age. 
Especially  in  times  of  increased  life  expectancy.  That  is  terribly 
problematic.  Mr.  Chairman,  I  don't  know  if  you  want  to  allow  me 
time  to  go  across  the  panel,  but  I  am  done  talking  and  I  would  like 
a  response  to  that  question. 

Chairman  MCCRERY.  Sure.  If  anyone  would  like  to  respond. 

Dr.  JAMES.  If  I  could  answer  your  question  about  the  Chilean 
minimum  benefit.  It  is  25  percent  of  the  average  wage.  You  have 
to  take  into  account  the  average  wage  in  the  country.  For  someone 
over  the  age  of  75,  it  is  actually  28  percent  of  the  average  wage. 
We  don't  have  a  minimum  benefit  like  that  in  our  own  country  cur- 
rently. 

Mr.  WHITEHOUSE.  This  is  around  19  percent  worth  of  average 
earnings.  So,  the  minimum  safety  net  level  for  all  people  in  the 
United  States  is  below  

Mr.  POMEROY.  I  would  hope  we  could  do  better  than  25  percent 
replacement  rate  in  terms  of  longevity  risk  protection.  Let  us  get 
to  that  question.  Dr.  Baker. 

Chairman  MCCRERY.  Wait. 

Mr.  POMEROY.  Okay.  Across  the  panel. 

Chairman  MCCRERY.  Across  the  panel. 

Mr.  POMEROY.  Longevity  risk  protection. 

Ms.  CORONADO.  May  I  say  something? 

Mr.  POMEROY.  Longevity  risk  protection  in  private  accounts. 
How  do  these  two  interact? 

Dr.  JAMES.  People  buy  annuities.  At  the  point  they  buy  the  an- 
nuities the  longevity  risk  is  pooled,  and  the  vast  majority  of  people 
in  Chile  buy  annuities. 

Mr.  POMEROY.  Private  insurance,  not  social  insurance. 

Dr.  JAMES.  It  is  through  the  private  annuity  market.  They  get 
back — studies  of  what  they  get  back  indicate  they  get  back  their 
full  premium  when  you  discount  at  the  risk-free  rate.  It  is  privately 
provided,  but  it  is  a  pretty  good  deal.  It  is  price  indexed. 

Mr.  WHITEHOUSE.  Sweden  is  not  alone  in  having  these  lon- 
gevity adjustments.  Germany  just  introduced  one.  You  have  the 
same  sorts  of  things  in  Italy  and  Poland.  The  idea  is  that  the  ben- 
efit will  fall  as  life  expectancy  increases.  I  think  the  designers  of 
the  system  hope  that  people  will,  as  a  result  work  longer,  and  so, 
they  will  retire  later  in  these  programs.  As  life  expectancy  in- 
creases they  will  work  longer,  and  get  the  same  benefit. 

Mr.  POMEROY.  To  offset  the  falling  benefit  by  working  longer. 

Mr.  WHITEHOUSE.  Absolutely,  that  is  the  incentive. 

Ms.  CORONADO.  That  is  the  incentive  of  the  system.  In  Swe- 
den, it  is  still  the  government  that  is  sole  provider  of  the  annuities. 
It  isn't  even  going  to  the  market  to  deal  with  load  factors.  The  gov- 
ernment is  providing  the  annuity.  It  is  very  low  cost,  therefore,  and 
you  are  pooling  risk  across  the  entire  population,  it  is  just  that  you 
are  doing  it  on  a  cohort-by-cohort  basis.  So  that  as  trends  continue, 
and  we  don't  know  whether  people  are  living  longer  and  longer  or 
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whether  that  will  sort  of  ameliorate  a  bit.  Somebody  has  to  pay  for 
that. 

Mr.  POMEROY.  We  are  all  victims  of  the  notch  baby  issue.  I 
think  that  cohort-by-cohort  would  raise  some  interesting  political 
issues  here. 

Mr.  VASQUEZ.  I  would  just  emphasize  that  the  minimum  pen- 
sion in  Chile  is  greater  as  a  share  of  the  average  wage  than  it  is 
here,  in  the  United  States.  Also,  that  studies  have  shown  that 
women  are  doing  much  better  now  under  the  new  system  than  they 
were  under  the  previous  system. 

Mr.  POMEROY.  Chile,  old  Chile  to  new  Chile. 

Chairman  MCCRERY.  Any  other  members  of  the  panel  want  to 
make  a  brief  comment? 

Mr.  HARRIS.  I  would  just  make  a  comment  with  regard  to  Aus- 
tralia, Congressman.  There  is  a  bedrock  that  all  Australians  will 
get,  that  is  26  percent  of  male  total  average  weekly  earnings,  if 
they  need  it.  Now  I  probably  won't  need  it  when  I  retire,  hopefully 
I  have  saved  enough  through  thrift  so  that  that  safety  net  will  not 
come  into  operation  due  to  the  income  and  assets  test.  I  think  it 
is  important  to  share  with  you  that  it  was  the  trade  unionists  and 
social  Democrats  in  Australia  who  said  you  have  to  give  the  indi- 
vidual the  ability  to  save,  and  that  is  important  in  an  IRA-oriented 
system. 

Chairman  MCCRERY.  Final  word,  Dr.  Baker. 

Dr.  BAKER.  On  the  question  of  annuities.  If  you  allow  people  to 
opt  out,  as  President  Bush  proposed,  invariably,  adverse  selection 
occurs,  which  reduces  benefit  by  10  percent.  Also,  in  the  Chilean 
system,  many  workers  don't  work  enough  to  get  the  benefits.  So, 
to  compare  apples  to  apples,  that  would  be  conservatively  less  than 
25  percent  for  those  who  don't  get  the  minimum  benefit. 

Chairman  MCCRERY.  Mr.  John,  very  briefly. 

Mr.  JOHN.  Very  brief.  I  would  just  like  to  point  out  that  my  19- 
year-old  daughter  is  guaranteed  to  lose  about  28  percent  of  her  So- 
cial Security  benefits  due  to  the  fact  that  she  will  retire  10  years 
after  the  U.S.  trust  fund  expires,  and  that  is  not  exactly  risk  free. 

Chairman  MCCRERY.  Mr.  Ryan. 

Mr.  RYAN.  All  right.  Thank  you.  Two  questions,  but  first  I  just 
want  to  make  an  observation  based  upon  what  we  have  been  talk- 
ing about  here.  There  is  one  area  where  I  think  all  of  us  have 
reached  consensus,  both  sides  of  the  aisle.  It  is  a  statement  I  hear 
politicians  from  left  and  the  right  making.  That  is,  whatever  we  do, 
we  are  not  going  to  change  benefits  for  people  over  the  age  of  55. 
I  think  that  is  the  number  we  use  these  days,  those  who  are  in  or 
near  retirement.  We  have  all  come  up  with  the  notion  that  we  are 
going  to  figure  out  a  way  to  make  sure  that  those  benefits  are 
locked  in,  guaranteed,  dependable  for  people  aged  55  and  above. 
That  leads  us  to  the  rest  of  us,  the  rest  of  the  country.  Mr.  Harris, 
you  called  yourself  a  Gen-Xer,  what  is  a  Gen-Xer?  I  don't  know 
where  that  age  break  is. 

Ms.  CORONADO.  It  is  1964. 

Mr.  HARRIS.  Those  born  between  1964  andl972. 
Mr.  RYAN.  Thank  you.  I  didn't  even  know  that.  So,  I  am  a  Gen- 
Xer  then. 

Mr.  HARRIS.  You're  welcome. 
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Mr.  RYAN.  My  generation  is  expected,  at  best,  to  get  a  1-percent 
rate  of  return  on  our  payroll  taxes  when  we  retire.  Now,  when  I 
retire,  we  may  or  may  not  have  the  money  to  pay  our  benefits.  My 
three  children  are  expected  at  best  to  get  a  negative  1 -percent  rate 
of  return  on  their  payroll  taxes.  When  80  percent  of  the  American 
people  pay  more  in  payroll  taxes  than  they  pay  in  income  taxes, 
this  is  a  big  deal.  We  should  be  asking  ourselves,  can't  we  do  better 
for  our  money?  When  we  hear  from  the  other  side,  take  off  the 
table  any  idea  of  pre-funding  your  retirement,  of  utilizing  capital 
markets  to  get  ahead,  and  then  we  will  talk,  that  just  sounds  ridic- 
ulous to  me,  especially  when  we  are  not  even  bringing  another  al- 
ternative to  the  table.  It  is  basically  saying  we  will  either  raise 
taxes  or  cut  benefits  to  fix  this  problem. 

That  means  that  negative  1  percent  rate  of  return  that  my  kids 
are  getting,  and  we  are  $4  trillion  short  of  paying  them  their  bene- 
fits, is  going  to  go  less  than  negative  1  percent  rate  of  return.  You 
are  telling  my  generation  that  the  1  percent  rate  of  return  I  hope 
to  get,  future  generations  will  get  less  than  that.  To  me  that  is  not 
fair.  We  should  talk  about  how  to  make  this  system  not  just  fair 
today,  but  fair  for  all  generations.  That  is  a  point  I  want  to  make 
that  is  lost  in  this  room  every  time  we  have  these  hearings.  Now, 
Dr.  Baker,  I  had  a  couple  of  questions  I  want  to  ask  you.  First,  I 
went  through  your  testimony  here.  You  make  some  interesting 
points.  You  argue  that  Social  Security's  financing  shortfalls  are  ex- 
aggerated and  the  system  is  in  far  better  shape  than  most  perceive, 
it  is  not  a  crisis.  Am  I  paraphrasing  fairly  accurately? 

Dr.  BAKER.  I  don't  think  that  is  my  testimony,  but  I  will  stand 
by  the  statement. 

Mr.  RYAN.  I  read  it  in  one  of  your  papers  here.  Then  you  argue 
that  the  slower  economic  growth  projected  by  the  Social  Security 
trustees  implies  lower  returns  in  market  investments  like  stocks 
and  bonds.  In  your  paper,  which  I  have  here  in  your  binder,  you 
argue  that  a  4.6  rate  of  real  return  on  stocks  is  consistent  with  the 
trustees'  economic  growth  projections,  which  is  a  lot  lower  than 
their  6.5-percent  growth  projections  by  the  SSA  actuaries;  there- 
fore, you  argue  that  personal  accounts  wouldn't  be  a  very  good 
deal. 

That  is  a  very  interesting  point,  but  I  am  not  sure  they  are  con- 
sistent with  one  another,  because  you  also  argue  in  your  paper  that 
as  stock  returns  fall,  so  do  bond  returns.  I  think  you  say  that  bond 
returns  would  go  from  3  percent  to  about  2.1  percent.  If  bond  re- 
turns are  low,  then  a  couple  of  things  have  to  happen.  First,  per- 
sonal accounts  invested  in  stocks  wouldn't  be  such  a  bad  deal  after 
all,  because  what  matters  most  is  premiums  paid  to  stocks  over 
bonds.  Second,  any  debt  incurred  in  transition  financing  would 
have  a  lower  interest  rate  and,  therefore,  bear  a  lower  cost.  Third, 
a  lower  bond  rate  in  this  country  would  mean  that  the  current  sys- 
tem's deficits  would  be  much  bigger  than  we  are  currently  pro- 
jecting. The  75  year  actuarial  deficit  would  grow  about  30  percent, 
and  the  infinite  rise  in  deficit  we  had  calculated  would  about  dou- 
ble if  you  go  to  a  2.1  percent  bond  rate. 

It  seems  to  me  if  we  accept  your  argument  regarding  economic 
growth  and  investment  returns,  then  personal  accounts  are  still  a 
good  deal;  relatively  speaking,  transitional  costs  are  more  afford- 
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able  and  the  current  system's  problems  become  much,  much  larger 
than  we  are  now  calculating  them  to  be. 

Dr.  BAKER.  Well,  let  me  point  out  a  couple  of  things.  First,  in 
terms  of  calculating  the  current  system's  problems,  people  like  to 
put  this  in  a  way  to  make  it  very  dramatic  and  scare  people.  Very 
frankly,  I  don't  think  there  is  anybody  in  this  room,  probably  any- 
body in  the  country,  that  really  has  a  very  good  sense  of  numbers 
like  a  $4  trillion  deficit  or  $11  trillion  over  an  infinite  horizon,  or 
the  $44  trillion  number  we  heard  here.  I  like  to  express  things  as 
a  share  of  GDP.  Now,  if  you  use  a  lower  discount  rate,  GDP  rises 
as  well,  so  that  $44  trillion  we  expect  as  the  share  of  future  income 
would  be  about  6  percent.  You  would  still  end  up  with  about  6  per- 
cent, as  a  share  of  future  income.  Now,  you  get  a  more  dramatic 
number  in  terms  of  trillions  if  you  use  a  lower  discount  rate,  but 
that  doesn't  change  the  nature  of  the  economic  problem. 

In  terms  of  how  individual  accounts  stack  up  if  you  have  a  lower 
return  on  stocks  and  also  a  lower  return  to  bonds,  I  am  very  skep- 
tical of  what  sort  of  return  you  will  have  on  bonds  and  what  sort 
of  return  you  will  have  on  stocks,  but  again,  given  the  gross  as- 
sumption of  the  trustees — those  are  not  my  assumptions,  they  are 
their  assumptions — the  return  we  could  expect  on  stocks  is  about 
4.5  percent.  I  am  more  agnostic  on  bonds.  I  coauthored  that  paper; 
I  will  just  say  that.  I  am,  for  the  moment,  willing  to  say  3  percent, 
but  if  you  want  2.1  percent,  fair  enough.  The  point  is,  that  gaps 
about  2.4  percentage  points.  The  gap  that  is  currently  assumed  by 
the  CBO  and  by  the  actuaries  in  analyzing  individual  accounts,  is 
on  the  order  of  3.5  to  4  percentage  points.  If  your  gap  is  just  2.5 
percentage  points,  2.4  percentage  points,  you  assume  that  50-50 
mix,  whatever  mix  you  want,  and  then  you  would  assume  adminis- 
trative costs.  Therefore,  you  are  ending  up  with  a  very  small  pre- 
mium. 

Mr.  RYAN.  It  sounds  like  a  self-defeating  argument  if  you  are 
saying  the  trend  is  that  bonds  will  be  lower,  then  transition  costs 
are  lower,  returns  are  better  for  stocks  relative  to  bonds,  but  more 
importantly,  our  projected  problems  get  higher.  Let's  just  say  it 
is — 2.1  percent  from  3  percent.  It  doesn't  seem  like  a  big  difference, 
but  that  doubles  the  infinite-horizon  forecast  and  adds  30  percent 
to  the  75-year  window. 

Mr.  BAKER.  It  also  doubles  our  income,  those  horizons  do.  So, 
it  is  proportional.  The  share  of  our  income  doesn't  change.  That 
would  be  the  relevant  measure. 

Mr.  RYAN.  You  are  saying  the  notion  that  we  should  measure 
Social  Security's  finances  in  and  of  itself  is  a  notion  we  shouldn't 
use? 

Mr.  BAKER.  Well,  it  is  not  terribly  meaningful.  Again,  it  is  rel- 
ative to  our  income.  If  Botswana  had  a  debt  of  a  trillion  dollars, 
it  is  devastating.  Us  having  a  debt  of  

Mr.  RYAN.  Do  you  think  it  is  meaningful  that  DB  plans  are 
measured,  in  and  of  themselves,  as  to  their  health  and  financial 
safety  and  security? 

Mr.  BAKER.  They  aren't  measured  in  and  of  themselves.  They 
are  measured  relative  to  their  future  contributions. 
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Mr.  RYAN.  So,  with  reference  to  Bethlehem  Steel's  DB  plan,  it 
is  irrelevant  whether  we  measure  that  one  on  its  own  or  in  the  con- 
text of  the  broader  economy? 

Mr.  BAKER.  No.  I  am  saying  it  is  measured  relative  to  its  con- 
tributions. If  you  expected  more  money  coming  in,  then  whatever 
liabilities  it  had  today  would  be  of  less  consequence. 

Mr.  RYAN.  Anyone  else  wish  to  comment  on  that?  I  think  I  still 
have  a  second.  I  can't  see  from  here,  but  administrative  costs — 
again,  I  am  using  that  excuse. 

Mr.  LEVIN.  One  advantage  of  being  a  senior  Member. 

Mr.  RYAN.  That  is  why  Mr.  Rangel  chooses  to  sit  down  here,  be- 
cause he  can't  see  the  light. 

Chairman  MCCRERY.  You  are  two  and  a  half  minutes  over,  Mr. 
Ryan. 

Mr.  RYAN.  I  am  hopeful  we  will  have  a  second  run.  I  want  to 
ask  you  about  administrative  costs.  Literally,  I  want  to  understand 
how  you  come  up  with  $75  million  per  year  administrative  costs. 

Chairman  MCCRERY.  You  can  be  thinking  about  that  as  we  go 
to  the  next  Member.  Ms.  Tubbs  Jones. 

Ms.  TUBBS  JONES.  Thank  you,  Mr.  Chairman,  and  thank  you, 
ladies  and  gentlemen,  for  coming  this  morning,  now  this  afternoon. 
Mr.  Ryan  and  I  are  in  the  same  class.  Fortunately,  I  am  55,  and 
so,  supposedly  I  am  guaranteed  a  benefit.  I  am  not  confident  that 
I  am  guaranteed  a  benefit  if,  in  fact,  we  decide  to  go  to  individual 
accounts.  I  couldn't  sit  here — Mr.  Ryan,  you  are  my  good  friend  and 
colleague.  What  was  ridiculous  in  my  mind  was  the  tax  cut  for  the 
top  1  percent,  which  put  us  in  a  situation  where  we  could  not  fund 
many  of  the  programs  that  the  people  in  the  country  are  relying 
on,  like  education. 

Mr.  RYAN.  Would  my  friend  from  Ohio  yield  for  a  second, 
ma'am? 

Ms.  TUBBS  JONES.  Absolutely  not.  So,  seeing  how  you  thought 
it  was  ridiculous,  I  just  wanted  to  put  something  that  I  thought 
was  ridiculous  on  the  record.  Let  me,  first  of  all,  ask  each  one  of 
you,  what  is  happening  with  health  care  for  seniors  in  the  coun- 
tries? I  am  going  to  leave  you  out,  since  you  have  been  with  us  so 
many  times  already,  Ms.  Bovbjerg. 

Ms.  BOVBJERG.  I  am  not  much  offended. 

Ms.  TUBBS  JONES.  Dr.  James,  what  is  happening  with  health 
care  in  the  country  that  you  looked  at? 
Dr.  JAMES.  Well,  I  looked  at  the  world. 

Ms.  TUBBS  JONES.  You  testified  today— I  don't  have  but  5  min- 
utes, so,  you  can't  tell  me  about  the  world. 

Dr.  JAMES.  Every  country— if  you  are  asking  about  health  care 
costs,  every  country  faces  the  problem  of  high  and  rising  health 
care  costs.  There  is  a  wide  variety  of  solutions  and  

Ms.  TUBBS  JONES.  For  example,  our  seniors  right  now  are 
faced  with  a  significant  problem  of  having  to  pay  a  lot  of  money 
for  prescription  drugs.  Many  of  our  seniors  are  using  more,  or 
most,  of  their  Social  Security  benefit  to  pay  for  their  prescription 
drug  benefit.  I  am  just  curious  about  what  is  happening  around  the 
world,  because  as  we  talk  about  retirement  security,  the  lack  of 
health  care  for  the  seniors  that  are  in  retirement  is  a  significant 
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issue.  If  we  will  just  go  down  the  line — again,  I  don't  have  but  5 
minutes  and  can  see  the  light,  so,  I  have  to  be  guided  by  the  light. 

Dr.  JAMES.  Let  me  just  say  that  health  care  is  much  more  com- 
plicated than  Social  Security,  as  I  am  sure  you  know. 

Ms.  TUBBS  JONES.  Mr.  Whitehouse. 

Mr.  WHITEHOUSE.  I  will  answer  about  the  UK,  as  that  is 
where  I  am  from,  even  though  I  do  live  in  France  now. 

Ms.  TUBBS  JONES.  I  should  say,  Bon  jour,  comment  allez-vous? 

Mr.  WHITEHOUSE.  Merci,  tres  bien.  We  are  very  wedded- 
great  political  consensus  on  that — to  our  system  of  the  National 
Health  Service,  which  many  Americans  describe  as  socialized  medi- 
cine. We  are  very  happy  with  that  because  it  is  a  system  which  de- 
livers a  pretty  reasonable  level  of  health  care.  It  is  not  that  won- 
derful, but  it  gives  a  pretty  reasonable  level  of  health  care,  and  it 
is  extraordinarily  cheap.  We  are  probably  spending,  possibly  half  of 
the  percentage  of  GDP  on  health  care. 

Ms.  TUBBS  JONES.  Do  you  buy  prescription  drugs  in  bulk? 

Mr.  WHITEHOUSE.  We  have  a  very  complicated  pharmaceutical 
pricing  regulation  system.  For  seniors,  prescription  drugs  are  free, 
as  they  are  in  France,  as  well. 

Ms.  TUBBS  JONES.  Ms.  Coronado,  before  I  go  to  your  answer 
on  health  care,  I  read  with  interest  a  paragraph  on  page  three  of 
your  statement.  It  says,  "The  first  of  these  problems  associated 
with  the  fact  that  benefits  in  Sweden  were  indexed  to  prices  rather 
than  wages.  The  result  of  price  indexing  was  volatility  of  replace- 
ment rates  through  economic  cycles  when  wages  grew  either  more 
slowly  or  more  rapidly  than  prices."  You  go  on  to  say,  "It  is  worth 
noting  that  current  proposals  for  price  indexing  benefits  in  the 
United  States  would  also  likely  result  in  volatility  in  replacement 
rates  and  lead  the  system  toward  a  flat  benefit  structure."  Expand 
on  that  for  me  for  a  moment,  if  you  would. 

Ms.  CORONADO.  The  pressures  that  these  systems  face  require 
either  raising  taxes  or  cutting  benefits,  and  price  indexing  is  pro- 
posed as  a  way  of  phasing  in  basically  a  reduction  in  replacement 
rates  over  time.  It  is  associated  because,  ultimately  what  we  are 
worried  about  in  retirement  is  replacing  a  certain  fraction  of  pre- 
retirement income  and  maintaining  a  standard  of  living.  Price  in- 
dexing has  some  problematic  characteristics  when  you  are  trying  to 
achieve  that. 

Ms.  TUBBS  JONES.  Do  you  suppose  that  is  why  now  the  admin- 
istration has  created  this  new  term  called  progressive. 

Ms.  CORONADO.  Progressive  price  indexing  just  basically  puts 
a  floor  on  that,  but  you  are  still  going  to  have  the  same  problems 
in  the  middle  and  upper  tiers  when  the  real  value  of  benefits  is  ba- 
sically going  to  be  declining  over  time  as  a  way  of  achieving  bal- 
ance. 

Ms.  TUBBS  JONES.  Let  me  ask  Mr.  Vasquez  about  health  care. 

Mr.  VASQUEZ.  Well,  I  don't  pretend  to  be  an  expert  on  health 
care.  In  Chile,  I  can  only  say  that,  to  the  extent  that  people  who 
are  retiring  today  in  Chile  are  better  off,  they  are  going  to  be  able 
to  deal  with  their  health  care  needs  in  a  better  way.  The  whole  dis- 
cussion about  health  care  is  something  much  more  
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Ms.  TUBBS  JONES.  Do  you  know  whether  or  not  people  pay  for 
their  own  health  care?  Is  there  a  Medicare  kind  of  program?  Pre- 
scription drugs? 

Mr.  VASQUEZ.  Yes,  but  I  don't  pretend  to  be  an  expert  on  that. 
There  was  some  limited  reform,  where  people  contribute  their  own 
money  to  a  private  account.  Again,  that  was  a  reform  that  was  far 
more  limited  than  the  pension  reform. 

Ms.  TUBBS  JONES.  Mr.  Harris,  I  would  love  to  ask  you  and  Dr. 
Baker  and  Mr.  John,  but  I  am  out  of  time.  Maybe  somebody  else 
will  ask  the  same  questions.  I  thank  you  all  of  you  for  your  re- 
sponses and  your  presentations  today.  Thank  you,  Mr.  Chairman. 

Chairman  MCCRERY.  Thank  you,  Ms.  Tubbs  Jones.  I  would  ad- 
vise all  Members  that  assuming  we  don't  have — we  are  not  inter- 
rupted by  votes — I  will  allow  a  second  round  of  questioning  if  any- 
body has  any  other  questions  and  our  panelists  are  agreeable  to 
staying.  Mr.  Brady. 

Mr.  BRADY.  Thank  you,  Mr.  Chairman.  I  think  this  hearing  has 
been  really  helpful  from  the  standpoint  of  your  goals  to  try  to  build 
an  educational  base.  As  we  tackle  this  problem,  learning  from  other 
countries,  the  consequences  of  ignoring  a  growing  retirement  mass 
and  some  of  the  impacts  of  the  decisions  that  are  made  to  address 
the  retirement,  I  think  is  very  helpful.  I  am  going  to  spare  the 
panel  a  question,  from  the  standpoint  of,  we  are  fortunate,  as  we 
look  at  solvency  and  sustainability,  and  can  we  grow  the  money  in 
the  United  States — we  are  fortunate  that  we  can  also  look  at  some 
proven  models  right  in  our  own  communities  and  neighborhoods. 

The  Galveston  plan,  for  example,  has  been  in  existence  a  quarter 
of  a  century.  They  invest  only  in  interest-bearing  accounts,  and 
throughout  that  quarter  of  a  century  had  an  average  return  of 
about  6.5  percent.  The  TSP  that  many  of  us  are  putting  our  pre- 
cious payroll  dollars  into  over  the  years  has  averaged  a  7.5  percent 
return.  Our  Texas  teachers,  which  is  a  very  large  group — that  plan 
has  operated  now  over  half  a  century,  and  the  average  return  here 
is,  in  the  last  decade,  about  10  percent — even  through  Enron,  even 
through  the  recession  in  the  dot-com  bust  a  good,  solid  return. 
When  I  talk  to  average  people  in  those  plans,  and  I  tell  them,  you 
are  in  a  risky  scheme,  you  are  in  a  guaranteed  gamble  and  you 
really  need  to  come  under  Social  Security  instead,  they  look  at  me 
like  I  am  crazy,  because  they  have  real  accounts  with  real  assets 
that  have  grown  gradually  and  steadily,  never  in  a  direct  linear 
way,  there  is  risk  in  everything,  but  in  a  very  good,  solid  way — and 
as  a  result,  their  retirement  checks  are  much,  much,  much  larger 
than  Social  Security.  I  think  Mr.  Chairman,  it  is  really  helpful 
from  a  global  perspective,  to  see  the  experiences  that  this  panel  has 
outlined  and  then  to  be  able  to  translate  that,  meld  that  with  some 
proven  models  that  are  right  around  us  in  this  room.  The  combina- 
tion of  the  two,  I  think  are  very  helpful,  so,  I  will  yield  back  my 
time. 

Chairman  MCCRERY.  Thank  you,  Mr.  Brady.  Mr.  Becerra. 

Mr.  BECERRA.  Thank  you,  Mr.  Chairman,  and  thank  you  for 
also  indicating  that  we  could  have  a  second  round.  I  think  that  is 
generous  and  also  lends  itself  to  meaningful  discussion.  I  would 
also  point  out,  as  some  of  my  colleagues  have,  that  while  this  has 
been  a  phenomenal  panel  and  we  appreciate  your  testimony,  it  is 
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undeniably  an  unbalanced  panel  because  of  the  private  witnesses, 
not  including  the  government  witness;  six  of  the  seven  have  either 
written  or  spoken  in  support  of  privatization.  While  I  think  it  is 
important  to  have  a  full  discussion,  it  would  also  be  helpful  to  be 
able  to  air  all  perspectives,  to  be  able  to  come  up  with  meaningful 
policies.  So,  I  do  thank  you  for  your  testimony. 

Chairman  MCCRERY.  Mr.  Becerra,  I  won't  count  this  against 
your  time.  That  is  the  second  time  we  have  had  that  comment,  and 
I  appreciate  it  because  you  are  right,  you  are  accurate.  We  did  offer 
your  staff  the  opportunity  for  more  witnesses  to  express  your  point 
of  view.  Dr.  Baker,  and  he  is  a  mighty  force,  but  he  is  the  only  one 
that  they  chose.  I  appreciate  your  observation.  It  is  not  my — by  our 
that  it  turned  out  that  way. 

Mr.  BECERRA.  I  see  our  staff  chattering  in  the  back,  so,  I  won't 
try  to  dispute  what  the  Chairman  has  said,  only  to  say  that  I  think 
it  is  important  to  try  to  have  as  ample  a  discussion  as  possible.  I 
do  appreciate,  Mr.  Chairman,  that  I  think  you  have  been,  and  you 
have  made  every  effort  to  try  to  be,  fair  and  have  good  discussion, 
so,  that  is  not  a  concern.  I  do  believe  that  when  we  finally  have 
a  chance  to  sit  down — and  I  think  we  will  get  there,  especially  if 
someone  like  the  Chairman  is  helping  conduct  those  opportuni- 
ties— we  will  want  to  have  heard  from  as  many  people  as  possible, 
from  every  perspective. 

Chairman  MCCRERY.  Absolutely. 

Mr.  BECERRA.  As  we  sit  here  and  look  at  this  panel,  while  it 
is  great  to  have  six  perspectives  and  only  one  to  counter,  at  least 
to  provide  a  different  perspective,  it  does  make  it  difficult  to  get  a 
full  sense  of  what  is  out  there.  Again,  be  that  as  it  may,  you  have 
been  very  generous  in  doing  these  hearings.  I  thank  you  for  that, 
and  I  thank  you  for  not  counting  that  against  my  time.  Just  a 
quick  point  on  budget  perspective  because  we  are  seeing  this  dis- 
cussion about  how  we  don't  have  the  money  to  deal  with  Social  Se- 
curity, therefore  we  have  to  replace  it  with  privatization.  Ms. 
Bovbjerg,  you  responded  to  some  degree  about  that.  I  don't  know 
if  you  know  the  numbers,  but  if  you  take  the  tax  cuts  that  the 
President  has  proposed  and,  as  you  indicated  in  your  assumptions, 
you  project  them  out  as  if  they  were  permanent.  If  you  were  to  take 
those  tax  cuts  that  went  mostly  to  wealthy  folks  and  extended 
them  out,  the  cost  of  those  tax  cuts,  isn't  it  correct,  are  far  more 
than  the  cost  of  making  sure  Social  Security  is  solvent  for  that 
same  period  of  time? 

Ms.  BOVBJERG.  Mr.  Becerra,  I  don't  know  what  those  numbers 
are.  I  believe  we  might  have  provided  something  like  that  for  the 
record,  perhaps  before  the  full  Committee.  I  will  check  and  

Mr.  BECERRA.  You  can  check,  but  I  can  tell  you  right  now  that 
everybody  that  has  done  an  estimate  on  this  will  tell  you  the  cost 
of  the  tax  cuts  that  went  mostly  to  wealthy  people  were  somewhere 
between  three  to  five  times  greater  than  the  cost  of  providing  sol- 
vency for  Social  Security  for  that  same  period.  If  we  want  to  talk 
about  being  fiscally  responsible — in  fact,  if  you  want  to  talk  about 
being  fiscally  responsible,  you  can  avoid  extending  tax  cuts  that  are 
going  mostly  to  wealthy  folks  at  a  time  when  people  are  saying 
"the  sky  is  falling"  for  Social  Security.  Indeed  you  could  probably 
take  only  the  tax  cuts  that  went  to  the  wealthiest  1  percent  of 
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Americans,  and  with  that,  just  with  that,  you  have  almost  enough 
to  take  care  of  any  solvency  problems  that  Social  Security  has  in 
the  long  term.  Going  back  to  the  whole  issue  of  Social  Security  and 
privatization  that  we  have  seen  throughout  the  world,  please  tell 
me  if  I  am  wrong,  but  in  every  case  where  we  talk  about  the  mis- 
takes in  some  of  these  privatization  systems,  the  losers  have  either 
been  the  retirees  or  the  taxpayers.  When  a  mistake— the  euphe- 
mism "mistake"  is  used  whether  it  is  because  somebody  got 
charged  a  lot  in  fees  or  because  bad  investment  advice  was  given, 
the  mistakes  have  cost  either  the  retiree,  because  he  or  she  will 
have  less  money  in  his  account,  or  the  taxpayers,  who  have  to  bail 
out  the  system  to  correct  that. 

Dr.  JAMES.  Not  exactly  correct,  no.  In  the  UK,  I  believe  there 
is  a  lawsuit  which  has  resulted  in  about  an  $11  or  $12  billion  set- 
tlement. 

Ms.  BOVBJERG.  It  is  $20  billion. 

Dr.  JAMES.  That  will  come  from  the  companies. 

Mr.  BECERRA.  Well,  Dr.  James,  you  made  my  point:  $11  billion 
is  going  to  go  back  to  the  retirees,  because  the  companies  took  the 
money  from  the  retirees. 

Mr.  WHITEHOUSE.  They  are  not  retired  yet.  They  are  the  work- 
ers. 

Mr.  BECERRA.  You  made  the  point  that  I  was  trying  to  express, 
and  that  is  that  the  ones  that  are  contributing  the  money  when  so- 
called  "mistakes"  are  made,  are  the  ones  most  likely  to  lose,  unless 
they,  of  course,  happened  to  be  successful  in  some  litigation.  I  guar- 
antee you  that  if  you  tell  the  American  seniors  that  that  is  what 
they  have  to  rely  on,  going  to  court  so  they  can  get  their  retirement 
benefits,  I  suspect,  Dr.  James,  you  are  going  to  have  a  hard  time 
passing  this  in  Congress.  Dr.  Whitehouse,  you  mentioned  rate  of 
returns  in  private  pensions  average  somewhere  around  3.5  percent, 
real  rate  of  return,  about  3  percent.  Have  you  examined  the  rate 
of  return  for  the  thousands  of  Enron  employees  in  this  country  who 
saw  Enron  go  bankrupt? 

Mr.  WHITEHOUSE.  Minus  100  percent  would  be  my  guess  of 
that. 

Mr.  BECERRA.  What  about  the  United  Airlines  employees  who 
today  are  relying  on  a  bankruptcy  court  to  determine  how  much 
they  are  going  to  get  out  of  their  retirement? 

Mr.  WHITEHOUSE.  That  is  a  DB  plan.  The  401(k)s  do  have 
some  of  those  problems,  and  I  believe  this  House  is  addressing 
these  issues  of  large  quantities  of  money  in  employer  stock.  The  op- 
timal employer  stock  in  your  pension  plan  is  zero  because  your  fu- 
ture welfare  already  depends  on  the  success  of  that  company,  your 
earnings  in  that  company.  So,  the  way  401(k)s  have  been  struc- 
tured have  not  been  regulated  perhaps  as  they  should  have  been 
in  the  past. 

Mr.  BECERRA.  Let  me  ask  you  one  last  question,  as  I  see  the 
light  is  red,  and  I  know  the  Chairman  has  said  we  will  have  a  sec- 
ond chance  for  questions.  Mr.  Vasquez,  in  the  case  of  the  Chile  pri- 
vatization model  in  1981,  when  the  military  dictatorship  decided  to 
scrap  the  old  DB  system  that  was  in  place,  that  had  a  lot  of  prob- 
lems because  of  abuse  and  underfunding  and  so  forth  that  had  oc- 
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curred,  and  replaced  it  with  a  privatization  system,  they  didn't  in- 
clude themselves  in  that  privatization  plan,  did  they? 

Mr.  VASQUEZ.  The  military  was  not  included  and  that  was  a  big 
mistake.  Today,  they  are  having  financial  difficulties  and  they  are 
facing  the  same  sorts  of  problems  as  public  pension  systems. 

Mr.  BECERRA.  They  still  haven't  included  themselves  in  that? 

Mr.  VASQUEZ.  The  architect  of  that  program,  Jose  Pinera,  al- 
ways said  it  is  a  mistake  for  the  military  to  be  left  out  and  they 
have  a  deficit  in  their  public  pension. 

Mr.  BECERRA.  Having  recognized  that  mistake — 24  years  later, 
having  recognized  that  mistake,  have  they  now  included  them- 
selves in  the  privatization  plan? 

Mr.  VASQUEZ.  No,  and  that  is  a  political  problem. 

Mr.  BECERRA.  That  is — the  test  of  any  plan  that  you  propose 
is,  are  you  willing  to  be  part  of  it,  and  in  this  case,  it  seems  that 
some  of  the  leaders  aren't. 

Mr.  VASQUEZ.  The  Chilean  Minister  of  Labor  is  part  of  it,  and 
he  was  advocating  the  military  to  take  part  in  it. 

Mr.  BECERRA.  Mr.  Chairman,  why  don't  I  stop  there,  and  if  you 
have  a  second  round,  if  we  have  any  further  questions,  I  will  ask 
it. 

Chairman  MCCRERY.  Thank  you,  Mr.  Becerra.  Mr.  Rangel,  dis- 
tinguished Ranking  Member  of  the  full  Committee,  do  you  have 
any  questions  you  would  like  to  ask  the  panel? 

Mr.  RANGEL.  No,  but  I  do  want  to  compliment  you,  as  other 
Members  have,  for  the  selection  of  such  qualified  panelists  to  assist 
us  to  see  how  this  has  worked  in  other  countries;  and  just  once 
again,  say  publicly  that  I  don't  doubt  that  we  all  want  to  reach  the 
same  end  and  make  certain  that  we  provide  the  President  with  a 
bipartisan  bill.  So,  therefore,  Mr.  Chairman,  at  some  point  we  are 
going  to  have  to  make  a  political  judgment  in  terms  of  what  we  can 
do  with  this  information  that  we  are  getting,  so  that  in  the  parts 
of  the  bill  that  we  are  agreed  on,  we  will  be  able  to  have  the  pros 
and  cons  of  the  different  approaches  to  this  serious  problem.  I  real- 
ly think  that  you  have  made  a  great  first  effort  as  the  Committee 
moves  toward  trying  to  reach  a  solution.  I  hope  we  can  enjoy  that 
same  activity  in  terms  of  the  political  questions  that  we  will  have 
to  face  when  we  seriously  face  the  problem.  Thank  you  so  much. 

Chairman  MCCRERY.  Thank  you,  Mr.  Rangel.  Now,  are  there 
any  Members  that  would  like  to  have  a  second  round  of  ques- 
tioning? Mr.  Ryan,  you  may  proceed. 

Mr.  RYAN.  Mr.  Baker,  I  just  wanted  to  ask  you,  you  mentioned 
$75  billion.  Where  did  that  number  come  from?  How  did  you  come 
up  with  that?  What  you  said  at  the  end  of  the  testimony  sort  of 
caught  me  off  guard. 

Dr.  BAKER.  Sorry.  Very,  very  simple  calculation.  What  I  was 
saying  was,  suppose  the  United  States  were  like  Chile,  where  our 
entire  system  was  funded  through  individual  accounts. 

Mr.  RYAN.  You  said  whole  12.4  percent  payroll  tax. 

Dr.  BAKER.If  you  just  look  at  the  benefits  that  we  are  taking, 
roughly  $500  billion  a  year  in  benefits.  In  Chile,  the  administrative 
costs  are  roughly  15  percent  of  what  goes  into  the  system;  15  per- 
cent of  $500  billion  is  $75  billion  a  year. 


97 


Mr.  RYAN.  That  is  an  interesting  computation.  What  if  you 
added  the  rate  of  return  that  you  would  get  by  going  to — did  you 
add  the  rate  of  return,  say  that  4.6  percent  the  actuaries  use,  or 
the  5.2  percent  on  a  different  blended  stock?  Did  you  change  that, 
or  did  you  adjust  for  an  increased  rate  return  that  would  be  attrib- 
uted to  bonds  and  stocks  versus  the  current  system? 

Dr.  BAKER.I  was  just  saying,  given  that  amount  of  payout,  given 
that  you  had  500  billion  a  year  in  payout,  given  administrative  ex- 
penses that  are  roughly  equal  to  15  percent  of  what  gets  paid  in, 
paid  out  each  year  that  gets  you  $75  billion  in  administrative  fees. 

Mr.  RYAN.  Are  you  saying  15  basis  points  or  15  percent? 

Dr.  BAKER.  Fifteen  percent.  Again,  there  is  a  confusion  here.  A 
lot  of  people  have  exploited,  I  think,  and  misled  a  lot  of  people  on 
this.  This  President's  commission  expressed  their  cost  as  30  basis 
points  of  the  stocks.  If  I  have  a  dollar  in  that  account  for  40  years, 
I  am  paying  three-tenths  of  a  cent  for  40  years.  Over  that  40-year 
span,  I  have  paid  a  cost  of  12  cents,  12  percent.  Now,  these  systems 
actually  have  much  higher  costs.  In  Chile,  it  is  around  1  percent 
which — you  take  that  over  40  years,  that  would  be  40  percent. 
Now,  most  money  isn't  in  there  for  40  years,  but  if  you  just  take 
an  average — say  it  is  in  there  15  years — that  gets  you  the  15  per- 
cent. 

Mr.  RYAN.  I  have  a  lot  of  questions.  I  see  everybody  shaking 
their  heads  as  well.  I  will  let  Mr.  Vasquez  and  Mr.  John  and  any- 
body else  who  wants  to  comment  on  that. 

Mr.  VASQUEZ.  I  will  quickly  say  that  the  proper  way  to  meas- 
ure administrative  costs  is  costs,  fees,  as  a  percentage  of  assets 
managed.  In  Chile  that  is  0.66  percent,  and  that  is  better  than  the 
mutual  fund  industry  here  in  the  United  States.  So,  if  you  are 
going  to  be  worried  about  administrative  costs,  we  should  also  be 
worried  about  all  the  mutual  funds  here  in  the  United  States.  We 
might  as  well  propose  nationalizing  and  monopolizing  that.  The 
issue  in  Chile  is  that  Chileans  have  control  over  their  Social  Secu- 
rity, control  over  their  retirement,  and  that  is  something  that  gets 
lost  in  technical  analysis  about  administrative  costs,  even  though 
the  administrative  costs  are  very,  very  low  in  Chile. 

Mr.  RYAN.  Mr.  John? 

Mr.  JOHN.  Twelve  percent  over  40  years,  that  assumes  there  is 
$1  in  the  account  and  there  is  only  that  $1  in  that  account  for  the 
entire  40  years.  The  one  advantage  of  any  account,  whether  it  is 
TSP  or  401(k),  or  just  a  plain  old  Christmas  account,  is  that  it  is 
joined  by  lots  and  lots  of  friends  that  come  along  as  the  account 
grows.  Therefore,  you  especially  have  more  friends  joining  those 
dollars  toward  the  end  of  the  period,  and  they  are  only  in  there  for 
a  very  brief  period  of  time. 

Dr.  BAKER.  It  is  less  than  5  percent. 

Mr.  JOHN.  Three-tenths  of  1  percent  is  actually  an  incredibly 
low  amount.  You  are  talking  in  terms  of  30  cents  per  $100,  and 
that  is  just  an  astonishingly  good  deal. 

Dr.  BAKER.  Ten  times  the  cost  of  the  current  system. 

Ms.  BOVBJERG.  May  I  jump  in  on  administrative  costs  for  a 
minute?  We  did  a  report  for  this  Committee  several  years  ago  on 
the  range  of  administrative  costs  and  how  those  compounded  over 
a  working  lifetime.  The  range  that  we  developed  came  from  talking 
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to  a  lot  of  people  with  different  proposals  and  looking  at  a  lot  of 
different  ways  to  think  about  individual's  accounts,  and  it  ranged 
from  one-tenth  of  a  percent  to  3  percent.  Now,  admittedly,  the  3 
percent  maximum  assumed  that  the  accounts  were  in  a  very  decen- 
tralized system.  When  we  looked  at  the  difference  between  one- 
tenth  of  a  percent  and  even  1  percent  over  a  long,  working  lifetime, 
a  45-year  working  lifetime,  it  was  a  22  percent  difference  in  the  ad- 
ministrative costs  that  came  out  of  an  individual's  account.  My 
point  here  is  that  account  administration  matters  a  lot.  This  is 
something  that  has  not  always  been  done  well  in  other  countries, 
and  something  I  did  want  to  say  in  my  testimony. 

Mr.  RYAN.  It  has  been  very  beneficial  to  hear  from  everybody  on 
how  to  do  this  and  how  not  to  do  it.  Mr.  Harris. 

Mr.  HARRIS.  There  has  been  a  lot  of  talk,  probably  too  much 
talk,  on  that.  There  is  a  correlation  between  high  administrative 
costs  in  individual  accounts.  I  have  been  flying  7,200  miles  in  last 
the  24  hours.  By  the  time  I  get  back  to  the  UK,  I  think  it  is  impor- 
tant to  clear  up  this  inaccuracy.  I  think  it  is  important  to  note  that 
in  Australia  an  average  member  of  a  plan  pays  97  cents  per  mem- 
ber, per  week.  Expressed  in  another  way,  the  cost  as  a  percentage 
of  assets  in  June  2000  were  calculated  as  1.29  percent  of  assets  in 
the  management,  and  that  has  fallen  to  1.03  percent.  In  the  UK, 
there  is  a  stakeholder  pension  account  which  has  a  maximum  ad- 
ministrative cost  for  everything — originally  at  1  percent,  now  set  at 
1.5  percent.  The  correlation  between  high  administrative  fees  and 
charges  or  costs  in  individual  accounts  is  a  fallacy. 

Dr.  JAMES.  Could  we  just  put  the  administrative  cost  issue  in 
context,  that  this  money  is  being  saved,  it  is  being  invested,  it  is 
earning  a  rate  of  return?  So,  some  of  the  benefits  that  are  paid  at 
the  end  come  not  directly  from  the  dollar  of  contribution  that  was 
paid  at  the  beginning,  but  from  the  rate  of  return  that  was  earned 
all  along  the  way,  which  far  exceeds  the  30  basis  points  that  we 
are  talking  about;  and  therefore,  as  compared  with  the  PAYGO  sys- 
tem, you  should  be  able  to  get  the  same  benefit  at  the  end  for  a 
lower  initial  contribution.  I  think  

Mr.  RYAN.  That  is  the  point  I  was  hoping  to  make,  Dr.  James. 
I  will  just  conclude. 

Chairman  MCCRERY.  Mr.  Whitehouse. 

Mr.  WHITEHOUSE.  We  had  this  implicit  comparison  of  the  ad- 
ministrative expenses  of  running  funded  systems  and  on  the  old 
PAYGO  systems.  I  just  did  a  check  on  the  laptop,  earlier,  on  the 
data  I  have  on  administrative  expenses  in  Latin  America.  The 
PAYGO  schemes  were  costing  something  like  30  percent  of  the  ben- 
efit expenditure  in  administration.  So,  the  old  systems  that  were 
in  place  before  that  were  probably  more  inefficient  than  the  new 
systems  are  now.  So,  as  Dr.  James  says,  there  are  extra  services 
you  are  getting  for  those  contributions,  but  it  is  not  true  to  say  that 
they  are  necessarily,  vastly  administratively  more  inefficient. 

Mr.  RYAN.  Thank  you,  Mr.  Whitehouse.  Let  me  conclude  with 
this.  We  heard  mentioned  three  times  that  if  we  just  repealed  the 
tax  cuts  for  the  top  1  percent  we  could  fix  all  these  problems.  I  am 
not  exactly  sure  what  tax  cuts  are  being  referred  to,  but  I  am  as- 
suming that  marginal  income  tax  rate  cuts — and  one  thing  that  oc- 
curred in  the  tax  cut,  we  brought  the  marginal  income  tax  rate — 
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remember,  over  two-thirds  of  those  who  pay  that  are  small  busi- 
nesses, Subchapter  S  corporations,  Limited  Liability  Companies, 
we  brought  their  tax  rate  down  to  the  level  that  large  corporations 
pay,  the  corporate  tax  rate. 

What  is  more  important  is,  contrary  to  the  projections  that  we 
were  ^giving  in  Congress  as  to  what  those  would,  quote,  unquote, 
"cost,"  we  have  actually  exploded  those  projections.  Last  year,  re- 
ceipts coming  from  those  individual  tax  rates  grew  at  double-digit 
rates.  This  year,  just  this  quarter,  receipts  from  individual  income 
tax  rates  are  up  16  percent.  The  corporate  tax  rates  are  up  47  per- 
cent this  year  from  these  lower  tax  rates.  So,  it  is  a  matter  of  fact 
that  the  projections  that  estimated  that,  quote,  unquote,  "cost"  to 
revenue  lost  to  the  tax  cuts  did  not  materialize  and,  more  impor- 
tantly, we  are  receiving  higher  revenues  from  those  lower  tax 
rates.  So,  to  try  and  extrapolate  the,  quote,  unquote,  "cost"  to  rev- 
enue lost  from  tax  cuts  based  on  old  projections,  which  have  al- 
ready been  disproved  as  a  means  to  try  and  pay  for  Social  Security, 
is  just  a  comparison  that  now  current  history,  current  facts,  have 
disproved.  With  that,  I  would  like  to  yield. 

Chairman  MCCRERY.  Thank  you,  Mr.  Ryan.  Mr.  Becerra. 

Mr.  BECERRA.  Thank  you,  Mr.  Chairman.  Thanks  again  for  the 
second  round.  Just  to  comment  on  my  friend  from  Wisconsin's  com- 
ments, if  indeed  that  is  the  case,  that  we  have  seen  such  great  re- 
turns from  the  corporate  tax,  income  taxes  that  are  being  paid,  I 
would  hate  to  see  what  condition  we  would  have  been  in  if,  we  are 
suffering  from  an  over  $600  billion  deficit,  as  it  is.  If  that  is  what 
we  are  getting,  and  this  is  as  good  as  it  gets  with  a  $600  billion 
deficit,  woe  is  the  day  we  get  into  another  recession  with  corpora- 
tions having  helped  us  with  

Mr.  RYAN.  If  the  gentleman  will  yield,  it  helped  reduce  the  def- 
icit since  the  tax  cuts  passed  by  $150  billion.  So,  our  deficit  would 
have  been  higher. 

Mr.  BECERRA.  That  is  a  number  that  can  be  used,  but  when 
you  take  into  account  the  trillions  of  dollars  the  tax  cuts  have  cost, 
it  is  going  to  be  a  matter  of  balancing  things  out.  I  think  many  of 
us  believe  that  had  we  not  gone  the  route  of  cutting  taxes  so  heav- 
ily and  so  skewing  it  toward  the  wealthy,  that  we  could  have  still 
got  some  of  these  returns  done,  some  things  that  would  have 
helped  the  business  community  without  having  cost  the  Treasury 
so  much  money,  which  now  we  will  be  paying  for  quite  some  time 
in  deficit  interest  payments. 

Chairman  MCCRERY.  We  would  urge  both  Members  to  confine 
your  questions  to  the  subject  at  hand  because  these  panelists  have 
spent  an  awful  lot  of  time  here. 

Mr.  BECERRA.  Let  me  do  that  then.  Going  back  to  Chile,  Mr. 
Pomeroy  pointed  out  that  65  percent  of  women  who  are  retiring  fall 
within  this  minimum  benefit  for  retirement  under  this  privatized 
plan  in  Chile;  and  in  many  cases,  they  are  receiving  this  minimum 
amount  not  because  they  have  earned  it  necessarily,  but  because 
their  actual  private  account  would  have  paid  them  less,  but  be- 
cause there  is  a  minimum  account  amount  that  the  government 
says  you  are  entitled  to,  the  government  then  has  to  make  up  the 
difference.  Here  we  would  call  that  welfare.  So,  we  are  making  sure 
that— or,  Chile  is  making  sure  that  its  retirees,  regardless  of  their 
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condition  and  regardless  of  the  wisdom  of  their  investment  or  the 
production  of  their  investment,  they  will  receive  a  minimum  ben- 
efit, as  minimal  as  that  might  be  $140,  $145. 

In  many  cases  those  individuals  who  are  receiving  that  minimum 
benefit  would  be  receiving  even  less  were  they  to  rely  solely  on 
their  private  account  return;  and  only  because  the  government  is 
guaranteeing  them  the  $140  to  $145  a  month  pension  are  they  able 
to  receive  even  that.  I  am  not  sure  if  those  calculations  are  made 
to  determine  the  costs  through  a  welfare  system  for  retirees,  that 
taxpayers  have  to  pay  for  now  that  they  are  retired,  that  didn't 
earn  enough  out  of  these  private  accounts.  I  would  be  interested 
in — perhaps  in  writing,  if  you  could  supply  figures — because  we  are 
short  on  time,  if  you  could  provide  some  remarks  on  what  has  been 
done  to  deal  with  the  fact  that  in  some  cases  the  governments  have 
had  to,  in  essence,  put  seniors  on  welfare  in  order  to  get  them  a 
minimum  payment. 

The  other  point  I  wanted  to  make — and  you  can  comment  if  you 
wish  on  this — we  put  in  the  abstract  all  the  time,  a  number  of  sto- 
ries have  been  written  about  the  Chile  privatization  model.  An  ex- 
ample was  provided  for  in,  I  believe,  the  New  York  Times.  A  gen- 
tleman by  the  name  of  Dagoberto  Sain,  who  is  a  66-year-old  labora- 
tory technician  who  was  planning  to  retire  because  of  a  recent 
heart  attack,  he  earns  about  $950  a  month  and  he  had  been  told 
by  his  pension  plan  that  after  nearly  24  years  of  contributions,  that 
he  will  be  able  to  receive  a  20-year  annuity.  It  will  pay  him,  until 
he  is  88,  a  total  of  $315  a  month. 

His  comment  was — I  am  quoting  from  the  article — "Colleagues 
and  friends  with  the  same  pay  grade,  who  stayed  in  the  old  system, 
meaning  the  Social  Security  tax  system,  people  who  work  right 
alongside  me,  are  retiring  with  pensions  of  almost  $700  a  month, 
good  not  until  they  are  86,  but  until  they  die.  I  have  a  salary  that 
allows  me  to  live  with  dignity,"  and  all  of  a  sudden  when  he  pre- 
pares to  retire,  "I  am  going  to  be  plunged  into  poverty  all  because 
I  made  the  mistake  of  believing  the  promises  they  made  to  us  back 
in  1981" — and  1981,  of  course,  is  the  date  that  they  started  their 
privatization  system. 

I  know  there  are  a  number  of  concerns  that  are  being  raised  by 
people  in  many  of  these  countries,  and  I  know  there  are  aspects 
that  need  to  be  explored,  as  well,  where  some  people  have  done 
very  well.  I  think  the  difficulty  for  us  is,  how  do  we  make  sure  that 
we  don't  have  the  hills  and  valleys  for  seniors  after  40  years  of 
work  in  this  country,  and  make  sure  that  everyone  knows  that  they 
will  be  able  to  retire  in  dignity.  So,  with  that,  I  will  allow  anyone 
who  wishes  to  comment,  but  understanding  my  time  is  quickly  ex- 
piring. 

Mr.  VASQUEZ.  First  of  all,  on  the  minimum  pension — yes,  that 
is  a  minimal  welfare  type  of  program  in  Chile;  and  that  costs  about 
0.1  percent  of  GDP,  and  it  is  minimal.  That  is  a  superior  and  far 
more  efficient  way  of  providing  welfare  than  the  previous  system. 
As  far  as  the  anecdote  that  you  provided  from  the  New  York  Times, 
in  my  view  it  is  

Mr.  BECERRA.  It  is  not  an  anecdote.  It  is  a  real-life  case  of  an 
individual. 
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Mr.  VASQUEZ.  It  is  an  anecdote  of  a  person  that  is  very  difficult 
to  analyze  because  there  is  not  enough  information  in  the  article 
as  to  how  many  years  prior  to  it  he  was  working.  Was  he  working 
for  the  government  before  and  then  he  switched?  There  are  many 
people  in  Chile  who  were  working  for  the  government,  and  when 
they  switched  into  the  private  system,  the  government  didn't  pay 
them  the  full  recognition  bond  that  other  people  in  the  private  sec- 
tor got  because  the  government  had  been  under-reporting  their 
wages.  Those  people  have  suffered  from  the  move  to  the  private 
system  precisely  because  the  government  didn't  pay  them  the  full 
amount,  and  the  way  to  fix  that  is,  get  the  government  to  pay  them 
the  full  amount  that  they  were  owed.  I  suspect  he  may  have  been 
one  of  those  people,  but  there  is  no  way  of  telling  from  the  article. 

Dr.  JAMES.  The  article  also  contains  obvious  factual  errors.  For 
example,  he  could  not  have  gotten  a  20-year  annuity;  that  is  not 
one  of  the  allowable  payouts  in  Chile.  He  would  have  to  have  got- 
ten a  lifetime  annuity,  so,  he  may  have  colloquially  said,  It  is  a  20- 
year  annuity,  but  in  fact  it  could  not  have  been.  Perhaps  it  was  a 
life  annuity  that  promised  to  pay  his  estate  for  20  years  if  he  died 
early,  but  it  would  continue  to  pay  him  for  as  long  as  he  lived.  If 
you  look  at  the  replacement  rate — that  is,  the  ratio  between  the 
benefit  that  he  gets  and  his  initial  wage;  I  don't  remember  the 
exact  numbers  there,  but  I  think  if  you  go  back  to  it,  you  will  find 
it  is  actually  a  pretty  good  replacement  rate  for  20  years  of  con- 
tributions, probably  quite  a  bit  higher  than  he  would  get  for  20 
years  of  contributions  in  the  United  States  as  a  replacement  rate. 

Mr.  BECERRA.  Again,  you  could  be  right,  but  that  goes  contrary 
to  what  he  said  he  would  be  receiving,  a  $358  pension  instead  of 
a  $700  pension. 

Dr.  JAMES.  The  article  was  factually  incorrect. 

Dr.  BAKER.  Just  on  the  point  about  the  welfare  program,  obvi- 
ously, systems  of  accounts  are  not  redistributive;  they  are  neutral. 
If  on  top  of  that  you  have  some  guaranteed  minimum  benefit,  that 
is  a  form  of  redistribution,  conceivably  a  form  of  welfare;  and  that 
will  presumably  enjoy  the  same  political  support  as  other  welfare 
programs  do  in  this  country. 

Mr.  BECERRA.  Mr.  Chairman,  thank  you. 

Chairman  MCCRERY.  Thank  you,  Mr.  Becerra.  I  think  one  les- 
son we  have  learned  from  this  hearing  today  is  you  can't  believe 
everything  you  read.  Mr.  Lewis. 

Mr.  LEWIS.  Thank  you,  Mr.  Chairman.  This  is  for  the  whole 
panel.  Among  the  countries  that  have  undertaken  reform,  pri- 
marily have  solely  by  reducing  benefits  and  raising  taxes.  What  is 
the  financial  status  of  their  Social  Security  system,  right  now?  Will 
they  have  to  go  back  and  make  more  significant  changes  in  benefits 
and  taxes  in  the  foreseeable  future? 

Ms.  BOVBJERG.  It  depends  on  how  sustainable  their  changes 
have  been.  By  the  way,  this  country  would  be  included  as  a  country 
that  has  made  changes  to  the  PAYGO  system,  and  of  course,  we 
are  revisiting  the  changes.  One  of  the  things  that  I  have  been  real- 
ly struck  by  in  looking  at  31  countries  is  how  normal  it  seems  for 
governments  to  go  back  and  revisit  these  changes.  Pension  reform 
is  a  work  in  progress  in  most  places,  depending  on  how  sustainable 
the  changes  are. 
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Dr.  BAKER.  If  I  can  make  a  quick  comment  on  that,  how  we 
think  about  this.  It  is  not  clear  it  is  desirable  to  put  in  a  system 
and  then  never  re-examine  it,  because  it  is  basically  a  fundamental 
democratic  issue.  How  much  money  do  we  want  to  put  aside  during 
our  working  lifetime  to  support  us  at  what  level  of  income  during 
our  retirement?  At  what  age  do  we  want  to  begin  to  collect  those 
benefits?  Whatever  we  might  think  is  a  good  idea  in  2005,  people 
might  think  very  differently  about  in  2025  or  2040.  So,  the  fact 
that  they  might  revisit  that  at  some  future  point,  to  me  at  least, 
is  not  an  obvious  indictment  of  the  system. 

Mr.  LEWIS.  Do  you  think  this  is  the  time  we  need  to  address 
this  issue  with  Social  Security? 

Dr.  BAKER.  Let  me  put  it  this  way:  There  are  a  lot  of  other 
issues  that  present  much  more  immediate  problems. 

Mr.  HARRIS.  In  Australia,  Congressman,  there  is  a  fundamental 
need  that  an  acknowledgement  exists  for  consensus.  This  is  a  very 
important  point  to  establish — that  both  major  political  parties  real- 
ize that  consensus  is  important  to  drive  through  pension  reform, 
Social  Security  reform.  They  acknowledge  that  9  percent  compul- 
sory contributions  is  simply  not  enough,  and  the  Labor  Party,  if 
you  like,  still  remains  wed  to  the  idea  of  15  percent  contributions 
by  the  individual  in  the  second  pillar.  It  is  important  also  to  note 
is  that  the  old  age  pension  increasingly  is  becoming  less  and  less 
important  for  Australians  as  more  and  more  people  leave  that  pro- 
gram through  the  income  and  assets  test. 

Mr.  LEWIS.  Let  me  add  another  question  to  that.  Is  there  a  way 
to — if  you  take  personal  accounts  off  the  table,  is  there  a  way  to 
fix  our  Social  Security  system  for  the  long  term?  Any  ideas  on  that? 

Mr.  WHITEHOUSE.  By  contribution  rates  would  be  an  obvious 
solution,  which  other  the  countries  have  adopted.  If  you  look  at  the 
fiscal  position  of  Social  Security  versus  all  the  other  OECD  coun- 
tries, the  spending  is  already  among  the  lowest  among  OECD  coun- 
tries, about  4.5  percent  of  GDP.  The  average  for  the  OECD  coun- 
tries is  about  8  percent  of  GDP.  You  have  Italy  there  at  the  top 
already  spending  14  percent  of  GDP  on  pensions,  and  that  is  fore- 
casted to  rise,  even  though  they  have  had  some  fundamental  re- 
forms there.  The  answer,  I  am  afraid,  on  the  other  side  of  the  pond 
has  been  a  mixture  of  tax  writers,  contribution  writers,  and  benefit 
cuts. 

Dr.  JAMES.  In  addition  to  that,  one  of  the  things  that  happens 
in  the  very  long  run  is  that  conditions  never  turn  out  to  be  what 
you  predicted  initially.  So,  no  matter  what  you  do  now  to  fix  it,  10 
or  20  years  down  the  road,  there  will  be  surprises.  So,  I  think  it 
would  be  useful  to  think  about  what  kinds  of  built-in  stabilizers 
you  can  put  into  the  system  so  this  Committee  doesn't  have  to  hold 
hearings  every  5  or  10  years  to  fix  it  again.  One  of  the  surprises 
always  comes  from  longevity  increases,  which  are  often  greater 
than  predicted.  So,  we  have  talked  about  indexing  benefits  to  lon- 
gevity. Another  way  of  looking  at  it  is  to  index  the  retirement  age 
to  longevity.  If  longevity  increases,  it  is  not  unreasonable  to  expect 
that  people  would  spend  some  of  those  years  working  more,  and 
you  can  put  a  built-in  mechanism  in  there,  which  would  make  it 
politically  easier  for  you  Congressmen  and  women,  down  the  road. 
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Mr.  LEWIS.  We  are  talking  about  similar  demographic  areas  or 
concerns,  too.  We  are  coming  up  on  two  people  working  for  one  per- 
son on  retirement,  so  

Ms.  CORONADO.  The  Swedish  system  was  in  a  much  more  dire 
demographic  situation  than  the  United  States,  and  they  did  follow 
the  route  of  building  in  some  of  these  macroeconomic  stabilizers,  al- 
though it  will  remain  to  be  seen  when  those  actually  have  to  kick 
in,  whether  that  will  itself  induce  a  revisitation  of  the  system.  That 
is  how  they  chose  to  set  the  system  on  a  fiscally  sustainable  course, 
and  then  it  could  be  revisited. 

Mr.  LEWIS.  Thank  you. 

Chairman  MCCRERY.  Mr.  Levin. 

Mr.  LEVIN.  Briefly,  thanks  again.  Last— almost  the  last  thing 
that  was  said,  I  think  struck  a  chord,  at  least  with  me,  that  in 
order  to  tackle  these  issues,  there  has  to  be  consensus.  This  issue 
started  off  on  the  wrong  foot  in  that  regard.  Instead  of  there  being 
an  effort  to  sit  down  across  party  lines  across  the  Rotunda  and 
with  the  White  House,  it  was  started  very  differently.  I  do  think 
consensus  is  an  absolute  essential.  You  can't  tackle  any  of  these 
long-term  issues  otherwise,  including  the  tax  issue,  and  that  was 
done  with  the  opposite  of  consensus.  So,  I  think  that  is  one  bit  of 
your  experience,  some  of  you,  that  I  think  should  be  taken  seri- 
ously. Second,  Mr.  Chairman,  is  how  often  we  have  to  do  this.  I  do 
think  there  are  other  issues  that  may  be  more  pressing  in  terms 
of  fiscal  impact.  I  think  that  is  true.  We  acknowledge  that.  I  would 
assume  every  20,  30  years  we  will  sit  down. 

For  example,  the  assumptions  as  to  growth  may  turn  out  to  be 
very  wrong  at  1.7  or  1.8.  I  realize  that  if  that  turns  out  to  be 
wrong,  it  will  have  an  impact  not  only  on  dollars  that  are  coming 
in,  but  also  on  wage  indexing.  That  is  true,  and  I  am  not  an  econo- 
mist, and  I  don't  know  exactly  what  the  relationship  would  be.  Im- 
migration issues,  as  we  look  at  them  today — and  they  are  a  very 
difficult  issue  here — we  may  find  out  10  orl5  years  from  now  that 
work  force  estimates  were  wrong,  and  the  ratio  of  workers  to  re- 
cipients may  have  turned  out  to  be  incorrect.  Even  a  two-or  three- 
tenths  of  a  percent  change  is  a  major  change,  I  take  it,  in  our  cal- 
culation. That  is  why,  for  all  those  reasons,  there  has  been  a  major 
resistance  to  upsetting  the  Social  Security  apple  cart,  a  system  that 
in  this  country  has  worked  so  well. 

Let  me  finish  with  one  other  point  about  administrative  costs.  I 
do  think  one  of  you  said  that  this  country  is  really  different.  I  think 
the  person — I  think  it  was  the  person  who  ran  the  TSP  who 
warned  us  that  in  terms  of  administrative  costs,  it  was  going  to  be 
very  different  with  huge  numbers  of  people  paying  in,  employers 
paying  into  a  system,  than  it  is  in  other  countries;  you  can't  equate 
them.  I  think  it  was  he,  or  somebody  else,  who  thought  that  the 
private  account  proposal  was  therefore  unworkable.  I  just  think  we 
need  to  look  at  the  entire  administrative  picture. 

Last,  I  just  wanted  to  emphasize  what  has  been  said.  I  think  you 
have  tried  to  create  an  atmosphere  of  fairness  here,  of  objectivity, 
even  though  we  have  some  basic  disagreements.  I  don't  always 
know  what  the  staff  says  to  each  other.  These  staffs  are  talented 
people  who  work  very,  very  hard,  but  they  don't  always  say  to  us 
what  they  say  to  each  other.  So,  for  example,  as  to  the  hearing  next 
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Tuesday,  I  think  it  was  said  that  we  were  allocated  one  witness, 
and  I  hope  you  might  talk  with  the  staff  and  see  if  we  could  be  al- 
located more  than  one  witness  for  next  Tuesday. 

I  didn't  mean  to  lump  all  of  you  together — and  if  I  did  that,  I 
should  not  have,  even  though  I  think  there  is  a  disequilibrium 
here.  I  think  it  would  be  useful  if  these  hearings  proceed  to  do 
what  you  really  intend  to  do,  and  that  is  to  make  sure  that  we 
have  a  full  airing  because,  while  I  think  we  started  on  the  wrong 
foot — I  am  sure  of  that,  the  way  this  has  turned  out — at  some  point 
we  are  going  to  have  to  get  on  the  right  foot.  I  don't  mean  left  or 
right.  I  mean  the  effective  foot. 

Chairman  MCCRERY.  Thank  you,  Mr.  Levin,  and  I  agree  with 
you  that  this  panel  has  been  excellent  in  their  expertise  certainly. 
I  think  it  is  something  that  we  all  took  advantage  of  today  and  all 
appreciate.  I  appreciate  your  comments.  I  have  one  final  question 
to  take  advantage  of  this  expertise.  One  concern  that  has  been  ex- 
pressed about  personal  accounts  in  the  context  of  Social  Security — 
and  I  think  it  is  a  legitimate  concern  that  needs  to  be  addressed — 
that  low-wage  workers  and  workers  without  continuous  attachment 
to  the  workforce — women  who  have  had  to  stay  at  home  to  raise 
children  or  those  who  have  gone  through  times  of  unemployment — 
may  have  small  personal  account  balances.  In  your  studies  of  other 
countries'  systems,  has  this  problem  been  addressed  in  their  per- 
sonal account  systems?  If  so,  how? 

Ms.  CORONADO.  I  could  start  with  the  Swedish  system.  They 
actually  give  credits  to  one  of  the  parents  of  small  children  up  until 
they  are  school  age,  so,  there  is  a  fixed  credit  that  get  applied  to 
your  individual  account  and  your  notional  account  for  child  rearing. 
Likewise,  your  unemployment  benefits  count  as  income  in  the  de- 
termination of  your  benefits.  They  have  tried  to  address  those 
issues  through  the  individual  account  mechanism. 

Mr.  LEVIN.  Has  it  affected  the  birth  rate? 

Ms.  CORONADO.  No.  The  birth  rate  is  very  low  in  Sweden. 

Dr.  JAMES.  This  problem  is  a  problem  in  every  contributory 
scheme.  It  is  not  specific  to  individual  accounts.  Any  time  you  base 
your  payout  on  contributions,  on  amounts  or  years  of  contribution, 
you  have  to  deal  with  this  issue.  Some  countries  simply  have  a  flat 
benefit  for  every  old  person  out  of  general  revenues.  Then  they 
don't  have  to  deal  with  the  issue.  As  long  as  it  is  contributory,  you 
do  have  this  problem. 

Chile  has  this  issue  certainly,  because  developing  countries  have 
it  more  so  than  Sweden.  They  deal  with  it  partly  through  the  min- 
imum pension  guaranty,  which  everyone  gets  who  has  contributed 
for  at  least  20  years;  and  that  is  a  kind  of  insurance  for  low  work 
participation,  low  contribution  densities,  as  they  call  it.  In  fact, 
those  are  the  main  people  who  would  end  up  getting  the  minimum 
pension  guarantee,  people  who  have  not  contributed  for  their  entire 
working  life.  Once  you  have  contributed  for  your  entire  working 
life,  your  own  pension  would  far  exceed  the  minimum  pension 
guaranty.  Chile  also  has  a  social  assistance  program  which  is 
means  tested  for  people  who  have  not  contributed  for  20  years.  It 
pays  approximately  half  to  two-thirds  of  the  minimum  pension,  and 
on  a  means  tested  basis,  people  can  apply  for  that. 
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Mr.  WHITEHOUSE.  Could  I  add  something?  I  do  have  a  section 
in  my  written  testimony  on  treatment  of  low  earners,  and  one  fur- 
ther example  is  the  case  of  Mexico  where  the  government  pays  a 
fixed  amount.  I  think  it  is — when  it  was  introduced,  it  was  a  peso 
a  day  into  all  the  workers'  accounts  regardless  of  their  incomes.  So, 
that  is  one  way  you  can — by  putting  a  flat  rate  amount  into  every- 
one's account  as  well  as,  say,  4  percent  of  earnings,  a  way  you  can 
help  the  low  earners  out.  That  is  another  international  example. 

Chairman  MCCRERY.  Anyone  else? 

Mr.  HARRIS.  Congressman,  in  Australia,  for  low-income  earners 
there  is  a  rebate  system  where  the  government  will  assist  them  on 
a  dollar-for-dollar  basis  up  to  a  certain  level  in  terms  of  making  co- 
contributions,  if  you  like,  into  their  individual  accounts.  With  re- 
gard to  smaller  accounts,  they  are  rolled  up  into  what  is  called  eli- 
gible rollover  funds.  They  are  high- volume,  low-margin  individual 
managed  funds  where  a  number  of  accounts  are  pooled  together 
and  literally  put  out  into  the  market;  and  the  charges  on  those  are 
very  low,  and  there  is  also  some  regulatory  capping  of  pricing  or 
charges  that  can  be  applied  to  those  small  accounts. 

Chairman  MCCRERY.  Thank  you.  Mr.  John. 

Mr.  JOHN.  In  the  UK  they  have  a  series  of  credits  for  things  like 
unemployment,  inability  to  work  due  to  illness,  or  family  situation. 
Also,  under  the  new  State  second  pension,  if  an  individual  earns — 
which  is  the  individual  related  component,  if  an  individual  earns 
under  12,001  pounds  a  year,  they  are  credited  as  though  they  had 
actually  earned  that  much,  so,  there  actually  is  a  subsidy  for  low- 
income  workers  in  that  case. 

Chairman  MCCRERY.  Thank  you  very  much,  once  again,  for 
your  excellent  testimony  and  your  patience  in  answering  our  ques- 
tions. We  hope  to  report  back  to  you  in  the  not-to-distant  future 
that  we  have  changed  our  system  to  meet  the  fiscal  obligations  that 
we  face  and  also  meet  the  obligations  of  a  society  to  its  elderly. 
Thank  you. 

[Whereupon,  at  1:00  p.m.,  the  hearing  was  adjourned.] 
[Submissions  for  the  record  follow:] 

Statement  of  Margaret  Daniels,  Hurst,  Texas 

I  am  a  retired  elementary  school  secretary  for  the  Hurst-Euless-Bedford  School 
district  in  Bedford,  Texas.  I  became  a  secretary  for  the  school  district  while  my  chil- 
dren were  in  secondary  school  to  have  my  working  hours  more  in  accord  with  theirs. 
I  previously  worked  in  banks  under  Social  Security.  I  began  drawing  my  own  Social 
Security  when  I  was  62  years  old.  I  have  been  affected  by  the  WEP  offset  for  my 
own  pension.  However,  that  does  not  affect  me  as  much  as  the  GOP  offset  will 
should  my  husband  pass  away  before  I  do.  I  would  like  to  be  able  to  draw  the  por- 
tion of  his  Social  Security  benefits  that  I  would  even  if  I  had  never  worked  during 
our  marriage.  I  know  this  is  a  hard  decision  for  you  to  make  at  this  time.  I  believe 
Texas  is  one  of  the  last  sixteen  states  to  not  have  repealed  this.  My  daughter-in- 
law  is  a  teacher  in  Louisiana  and  I  believe  will  also  be  affected.  Your  consideration 
of  this  matter  in  your  committee  will  be  greatly  appreciated. 


H        ?  .  ids  ■•■  m\ "  u  -  ■■■  r-  s  hp  ■    ■  • 

Statement  of  Marilyn  Sprang  Fransen,  Rapid  City,  South  Dakota 

I  was  a  music  teacher  in  Colorado  from  1963  to  1975.  When  I  quit  teaching  I  went 
into  business  and  took  out  in  cash  what  had  been  put  into  the  retirement  associa- 
tion. I  was  married  with  two  children  and  felt  "burned  out"  by  the  demands  of 
teaching. 
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In  1981  I  returned  to  the  school  district  but  in  the  capacity  of  an  elementary  office 
manager  or  secretary.  I  felt  that  my  work  was  every  bit  as  important  to  the  edu- 
cation of  the  children  of  this  school  as  my  teaching  had  been,  perhaps  more  so,  be- 
cause I  knew  the  demands  upon  teachers  and  I  aided  them  in  every  way  I  could. 
I  also  became  nurse:  surrogate  Mommy;  liaison  between  teachers,  administrators, 
parents,  and  other  community;  and  believed  that  I  accomplished  much  toward  mak- 
ing the  school  run  smoothly  and  efficiently.  I  stayed  happily  in  that  position  for  six- 
teen years  and  bought  back  some  of  the  teaching  years'  retirement  benefits  so  that 
I  could  retire  in  1998. 

Because  I  retired  as  a  classified  employee  and  not  a  certified  employee  my  retire- 
ment is  only  adequate  and  just  above  poverty  level.  I  was  never  informed  about  the 
GPO/WEP  laws  that  came  into  effect  in  1983.  I  had  realized  that  no  Social  Security 
had  been  taken  from  my  salary  those  years  but  I  also  knew  that  as  a  married 
spouse  and  later  as  a  divorced  spouse  I  would  be  eventually  eligible  for  half  of  my 
ex-husband's  benefits  as  a  supplement.  I  realize  now  that  my  divorce  lawyer  was 
not  aware  of  the  laws  either.  Also,  because  of  the  animosity  of  my  ex-husband  I  was 
driven  into  bankruptcy,  and  I  truthfully  believe  my  lawyer  for  that  process  was  not 
aware,  also,  of  the  laws.  I  finally  learned  about  my  predicament  when  I  applied  for 
my  benefits  after  turning  62  in  July  20021 

It  came  as  a  complete  shock.  I  contacted  friends  and  co-workers  in  the  school  dis- 
trict where  I  was  employed  and  learned  that  they,  also,  were  in  ignorance  about  the 
effects  these  laws  would  have  on  their  lives.  They  didn't  and  still  don't  believe  me. 
The  laws  are  so  complicated  to  understand.  I've  had  three  years  to  try  to  verbalize 
what  I  believe  has  happened  to  me  and  it  is  still  hard  to  make  sense  of  it.  I  am 
weary  of  this  problem  and  worried  about  how  I  will  be  able  to  live  out  my  senior 
years  on  such  a  limited  budget. 

Because  of  the  loss  of  much  needed  Social  Security  supplemental  benefits  I  am 
forced  to  work  again  despite  health  issues.  I  try  to  make  enough  each  year  to  put 
money  into  an  IRA.  How  unfortunate  for  me  that  I  wasn't  aware  of  this  problem 
when  I  was  working  those  years  1983  tol998  in  the  schools.  I  could  have  been  in- 
vesting money  in  other  ways  then  for  this  time  in  my  life. 

I  have  been  actively  trying  to  contact  Senators,  Congressmen,  the  White  House, 
AARP,  NEA,  and  anyone  who  will  listen  to  my  plight  and,  always  it  seems,  it  falls 
on  deaf  ears.  I  have  given  up  hope  that  the  GPO  will  ever  be  repealed  but,  to  me, 
the  most  unfair  law  is  the  WEP.  Now  that  I  have  been  forced  back  to  work  I  am 
contributing  to  Social  Security  with  the  knowledge  that  I  will  never  get  back  the 
benefits  in  total  that  people  in  the  other  35  states  of  the  U.S.  not  affected  by  WEP 
will  get.  My  retirement  from  the  school  district  which  I  served  is  so  little  how  could 
anyone  believe  it  is  "a  protection  against  double  dipping  by  highly  paid  State  Em- 
ployees" to  deny  me  my  full  benefit? 

I  am  convinced  that  the  WEP  arm  of  the  SS  Pension  Offset  Law  is  uncon- 
stitutional. I  am  being  denied,  after  the  fact,  the  right  to  pursue  happiness 
in  being  able  to  provide  ably  for  myself  in  my  declining  years! 

It  is  too  late  for  me  to  make  up  the  loss  of  several  hundreds  of  dollars  a  month 
for  the  rest  of  my  life.  What  difference  should  it  make  upon  my  eligibility  for  com- 
plete benefits  that  I  worked  at  very  low  pay  for  20+  years  as  a  school  secretary? 
It  is  absurd  that  this  badly  written  law  should  have  not  had  a  floor  on  it  so  that 
people  in  my  salary  range  wouldn't  be  victimized  in  this  way.  I  am  also  convinced 
that  this  law  discriminates  against  women  who  are  in  lower  wage  slots  in 
the  states  that  are  affected.  Most  of  my  co-workers  in  classified  positions — 
cooks,  kitchen  managers,  office  clerks,  bus  drivers,  custodians,  nurses, 
teacher  instructional  aides,  and  etc. — were  women  by  a  large  percentage  as 
they  are  in  most  every  school.  We  all  know  very  well  that  statistics  bear 
out  the  fact  that  these  women  live  longer  than  their  spouses  and  will  suffer 
either  widow-hood  or  divorce  in  their  later  years  when  supplementary  ben- 
efits will  be  critical  to  them! 

Classified  personnel  have  no  one  to  lobby  for  them,  no  national  associations  that 
I  have  been  able  to  find;  and,  frankly,  do  not  comprehend  what  is  being  done  to 
them.  As  I  stated  before  I  am  having  great  difficulty  convincing  them  that  this  law 
even  exists.  It  is  not  particularly  humorous  to  me  that  one  senator  in  one  of  the 
affected  states  admitted  to  an  acquaintance  that  he  didn't  even  understand  the  law 
when  he  signed  for  it's  legislation  in  1983! 

I  am  praying  that  the  wrong  will  be  made  right.  I  am  praying  that  my  country's 
governmental  representatives  will  see  the  injustice  I  am  seeing.  And  I  am  praying 
that  when  I  reach  my  own  40  credits  in  a  year  or  so  I  will  be  able  to  receive  my 
full  benefits  and  not  something  lowered  by  a  complicated  formula  thought  out  erro- 
neously in  1983! 

Please  consider  my  situation  and  do  the  right  thing. 
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Statement  of  Dr.  Ronald  J.  Gathro,  Springfield,  Massachusetts 

Teacher  Recruitment  &  Retention  Issues 

/m0l\  the  Sp^ngfieid  Public  Schools  website  www.sps.springfield.ma.us  under 
(Teacher  Resources/Teachers  Helping  Teachers)  the  following  quote  can  be  read: 
"It's  alarming  but  true:  studies  have  shown  that  35%  of  teachers  leave  the 
profession  during  the  first  year.  By  the  end  of  the  fifth  year,  50%  of  teachers 
have  left  he  fieldV  WOW!  ' 

Before  going  further,  what  is  the  profile  of  new  teachers  in  Springfield?  This 
statement  is  based  on  observation  of  participants  in  Springfield's  Teacher  Licensure 
Program  over  the  past  three  years.  This  program  assists  new  teachers  in  getting 
their  Preliminary  License  (generally  pass  the  Communication  &  Literacy  Test  and 
a  subject  matter  test)  and  their  Initial  License.  The  rules  on  obtaining  an  Initial 
License  vary  according  to  what  you  bring  to  the  table  but  for  many  it  involves  tak- 
ing the  equivalent  of  18  credits  (6  courses)  of  appropriate  Educational  Professional 
Development. 

What  is  the  profile  of  a  new  teacher?  Most  people  would  say  a  new  teacher  just 
graduated  from  college  with  an  appropriate  education  degree  (major  or  minor)  and 
is  in  their  early  20's  and  raring  to  go!  My  observations  at  the  Professional  Develop- 
ment Center  where  teachers  take  courses  for  Licensure  or  attend  New  Teacher  Ori- 
entation, is  that  this  profile  fits  probably  less  than  25%  of  the  new  teachers  in 
Springfield.  I  think  it  would  be  worthwhile  to  research  new  teacher  profiles  for  the 
past  3  to  5  years.  Most  of  the  new  teachers  are  career  changers,  most  over  30,  many 
pushing  50  or  more.  These  people  like  me  have  had  their  careers  terminated  for 
some  reason  and  are  faced  with  major  career  and  life  choices.  One  acceptable  choice 
appears  to  go  into  teaching. 

Many  of  the  new  teachers  I  have  met  in  the  system  have  one  or  more  master's 
degrees  and  need  only  the  educational  component  to  become  fully  certified  under  the 
No  Child  Left  Behind  Act. 

Allow  me  to  give  my  profile.  I  am  48  years  old  and  entered  the  Springfield  Public 
School  system  at  the  age  of  46.  I  am  a  degreed  engineer  (Ph.D.).  I  worked  in  local 
industries  for  23  years  of  my  professional  career.  I  taught  part  time  at  Western  New 
England  College  in  the  School  of  Engineering  part  time  for  twenty  of  the  past  twen- 
ty-three years.  When  my  last  job  terminated,  given  the  state  of  manufacturing  in 
western  Massachusetts  and  northern  Connecticut  where  good  jobs  are  hard  to  come 
by,  I  decided  to  give  teaching  a  try  at  the  high  school  level.  With  strong  family  ties, 
a  spouse  with  a  good  job  (25+  years)  and  good  benefits,  it  is  extremely  hard  to  leave 
the  area.  Therefore,  teaching  (math  in  my  case)  became  an  obvious  option.  Not 
being  certified  /  licensed  means  that  only  Springfield  would  consider  hiring  me.  I 
was  hired  in  2002  on  a  waiver  from  the  state.  I  took  the  Mathematics  test  and  the 
Literacy  and  Communications  test  to  obtain  my  Preliminary  License.  I  am  currently 
enrolled  in  Springfield's  Licensure  Program.  This  program  takes  between  3  and  5 
years  (5  being  the  state  limit)  to  obtain  your  initial  license. 

In  2003,  at  the  Professional  Development  Center,  I  took  the  first  class  in  the  pro- 
gram. Over  20  new  teachers  were  participating  in  the  class.  This  past  August,  I  took 
the  second  class  in  the  program.  There  were  14  teachers  enrolled;  13  from  last  year 
and  1  new  one.  After  discussing  what  happened  to  the  other  7+  teachers,  the  group 
accounted  for  over  half  leaving  the  system  because  they  didn't  like  teaching  or  they 
got  better  job  offers  from  other  local  cities  and  towns.  More  than  Vi  left  teaching 
altogether!  I  think  that  if  the  economy  turned  around  maybe  another  4  to  5  would 
leave  teaching  because  of  the  bureaucracy  and  return  to  industry  or  business.  For 
many  it  is  frustrating  to  deal  with  what  is  going  on. 

In  my  case  as  many  others,  I  took  a  pay  cut  from  $72,000  per  year  to  $42,000 
per  year  and  with  a  Ph.D.  I  am  at  the  top  pay  scale,  new-teachers  without  masters 
degrees  get  closer  to  $30,000.  For  most  of  the  people  at  my  class,  their  pay  cuts  were 
in  the  range  of  25%  to  50%.  The  problem  is  they  couldn't  find  work  in  their  chosen 
profession  and  are  faced  with  the  challenge  of  changing  professions.  In  many  cases, 
this  career  change  involves  obtaining  another  masters  degree  after  completing  these 
18  credits  of  education.  Most  of  us  have  never  taught  at  the  high  school,  middle 
school  or  elementary  level  before.  Based  upon  my  college  teaching  experience,  I  was 
not  prepared  for  the  issues  confronting  me  at  my  high  school!  Additional  education 
is  generally  mandated  by  law  (No  Child  Left  Behind),  however  it  is  the  teacher  that 
has  to  pay  for  it,  out  of  their  own  pocket.  In  any  industry  that  I  worked  in  prior 
to  this,  if  the  employer  mandated  additional  education,  it  was  the  employer  who 
paid  for  it  not  the  employee.  If  the  employee  wanted  additional  (not  mandatory) 
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education,  the  company  typically  paid  a  substantial  portion  of  the  cost  ranging  from 
70%  to  100%.  The  level  of  reimbursement  may  be  dependent  upon  the  grades  at- 
tained. 

HOW  DOES  THIS  RELATE  TO  SOCIAL  SECURITY? 

On  top  of  all  of  this,  after  becoming  a  teacher  most  of  us  find  out  that  when  we 
retire  we  will  be  faced  with  the  Windfall  Provisions/Government  Pension  Offset  act. 
This  law  reduces  the  amount  of  social  security  we  can  collect  simply  because  we 
work  as  teachers  in  the  state  of  Massachusetts  for  a  period  of  time  at  the  end  of 
our  careers.  Once  you  work  as  a  teacher  for  10  years,  this  law  will  impact  you  and 
possibly  your  spouse  depending  on  the  retirement  options  you  chose.  Since  I  worked 
in  Industry  for  23  years  and  I  will  work  as  a  teacher  for  between  17  and  20  years 
(retiring  between  62  and  65)  the  WEP/GPO  will  cost  me  personally  between  $2,900 
and  $3,800  per  year.  This  represents  about  a  12%  reduction  of  my  retirement  in- 
come. When  I  retire  after  17  years  at  age  62,  I  will  only  receive  about  69%  of  my 
highest  3  years  average  salary  at  retirement.  This  is  less  than  the  career  teacher 
who  gets  80%  and  typically  leaves  earlier. 

After  all  this,  you  might  ask  why  did  I  enter  into  the  teaching  profession?  Simply 
put,  I  discovered  that  I  loved  teaching  when  I  taught  at  the  college  level  and  given 
the  loss  of  my  career,  teaching  was  a  natural  progression.  My  mortgage  holder  pre- 
fers to  be  paid  monthly  and  teaching  pays  substantially  more  than  unemployment 
or  welfare.  I  teach  at  Putnam  Vocational  Technical  High  School.  It  is  an  under-per- 
forming school  as  designated  by  the  state  of  Massachusetts.  Teaching  at  Putnam  is 
a  challenge  but  it  is  fun  as  I  can  relate  real  uses  of  what  we  are  learning  in  math 
class  to  what  the  students  are  doing  in  shop  and  what  they  will  do  for  a  living  after 
graduation.  I  can  answer  the  proverbial  student  question:  "When  will  I  ever  use  this 
stuff,  Mister?"  Putnam  is  a  good  fit  for  me  and  I  enjoy  it  there. 

The  congress  has  been  educated  with  respect  to  the  national  shortage  of  certain 
teaching  specialties  such  as  Mathematics,  Science,  etc.  There  are  a  vast  number  of 
professionals  who  when  facing  economic  downturns  (layoffs  vs.  relocation),  would 
gladly  change  professions,  as  I  have  done,  if  the  change  was  made  to  be  less  painful! 

What  is  needed  to  solve  the  Teacher  Recruitment  &  Retention  Issue? 

•  Eliminate  the  WEP/GPO  (Windfall  Elimination  Provision/Government  Pension 
Offset)  from  Social  Security.  This  costs  individuals  vast  sums  of  retirement  in- 
come when  they  have  already  taken  an  earnings  reduction  during  their  working 
career. 

•  Money  for  training  new  teachers/career  changers.  Money  to  hire  more  teachers 
and  reduce  class  sizes. 

•  Money  to  hire  or  develop  Special  Education  Teachers  who  are  qualified  in  the 
appropriate  subject  matter  i.e.  math,  science,  history,  etc.  Currently,  many  spe- 
cial education  teachers  are  in  classrooms  helping  in  subject  areas  where  they 
have  no  academic  clue  regarding  what  is  being  taught.  These  are  great  people 
being  wasted. 

•  Money  to  be  used  for  new  classroom  books  and  equipment. 

•  Money  to  be  used  for  curriculum  development  and  improvement. 

•  Money  to  provide  more  in  service  training  time  for  new  teachers  (less  than  5 
years  of  service). 

•  Money  to  provide  a  reasonable  number  of  course  electives  and  offerings  that 
make  sense  of  each  school.  Many  schools  cut  back  on  electives  when  resources 
are  tight. 

•  Money  to  pay  for  mandatory  advanced  degrees  for  teacher  certification. 

SOCIAL  SECURITY  NEEDS  TO  DO  ITS  PART  IN  SOLVING  THE  TEACHER 
SHORTAGE  ISSUE  BY  REPEALING  THE  WEP/GPO! 


Statement  of  Bruce  Hahn,  American  Homeowners  Grassroots  Alliance 

The  American  Homeowners  Grassroots  Alliance  (AHGA)  appreciates  the  oppor- 
tunity to  submit  this  testimony  to  the  Ways  and  Means  Subcommittee  on  Social  Se- 
curity on  the  subject  of  Protecting  and  Strengthening  Social  Security.  Social  Secu- 
rity is  a  critically  important  and  widely  supported  tool  that  supports  our  nation's 
retirees.  For  most  it  is  not  the  only  source  of  retirement  income,  and  it  was  never 
intended  to  be  the  sole  source  of  retirement  income.  As  members  of  the  Ways  and 
Means  Committee  look  at  ways  to  strengthen  Social  Security  we  urge  that  you  si- 
multaneously consider  other  programs  and  incentives  to  expand  retirement  savings. 
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To  the  extent  that  other  programs  may  be  created  or  enhanced  to  increase  broad 
based  U.S.  retirement  savings,  the  pressure  to  assure  higher  future  social  security 
program  payout  rates  will  be  mitigated.  For  that  reason  we  recommend  that  the 
focus  of  the  Subcommittee  be  broadened  to  include  all  elements  of  retirement  sav- 
ings reform. 

Retirement  savings  reform  and  other  tax  reform  efforts  are  inextricably  linked 
from  both  a  policy  and  political  standpoint.  No  matter  what  plans  to  strengthen  So- 
cial Security  and  enhance  other  retirement  savings  are  eventually  adopted,  there 
will  be  costs  associated  with  them.  Other  pending  tax  reform  proposals,  including 
a  variety  of  tax  provisions  that  will  expire  in  coming  years  unless  extended  will  also 
be  subject  to  the  same  budget  pressures,  so  it  makes  sense  to  try  to  address  these 
issues  simultaneously. 

It  also  makes  political  sense  to  address  these  issues  as  part  of  a  larger  effort.  The 
Social  Security  debate  has  become  quite  polarized,  but  other  alternatives  to  increase 
retirement  savings  and  other  elements  of  the  tax  reform  debate  are  at  this  point 
less  partisan.  A  broader  approach  will  no  doubt  be  more  complex  but  under  the  best 
circumstances  may  avoid  gridlock  and  lead  to  a  tax  reform  package  that  can  be  sup- 
ported by  a  majority  of  the  populace  as  well  as  Republicans  and  Democrats  in  Con- 
gress. 

We  commend  President  Bush  for  his  courage  in  addressing  the  issue  of  Social  Se- 
curity. You  can  debate  the  timetable,  but  the  projections  make  it  clear  that  this 
issue  must  be  addressed.  It  is  much  better  to  begin  work  on  social  security  reform 
today,  while  there  are  more  options,  than  in  the  future,  when  Congress  will  have 
fewer  options.  We  believe  that  the  President's  proposal  has  much  to  recommend  but 
that  thoughtful  supporters  of  a  strong  Social  Security  program  have  pointed  out 
some  real  challenges  as  well.  We  urge  the  Committee  to  take  the  best  of  the  Admin- 
istration's package  and  modify  it  so  as  to  address  the  legitimate  concerns  of  many 
thoughtful  Social  Security  supporters  who  have  made  alternative  suggestions.  It  is 
also  important  to  keep  in  mind  that  Social  Security  is  only  one  part  of  the  puzzle 
in  retirement  savings,  and  that  other  unrelated  retirement  savings  incentives  may 
be  key  to  expanding  retirement  saving  in  the  U.S.  To  the  extent  that  other  pro- 
grams are  successful  in  increasing  retirement  savings  the  pressure  for  higher  future 
social  security  payouts  will  be  lessened. 

For  most  homeowners  the  single  largest  form  of  savings  they  can  tap  for  retire- 
ment is  their  home  equity.  In  many  cases  homeowners  retiring  today  can  use  the 
equity  in  their  pre-retirement  homes  to  purchase  for  cash  a  very  nice  retirement 
home  without  having  to  draw  upon  any  other  retirement  savings.  Based  on  our  in- 
formal discussions  with  many  recent  retirees  this  is  extremely  common,  and  may 
even  be  the  dominant  source  of  retirement  home  funding.  For  retirees,  who  often 
have  more  modest  ongoing  financial  needs  than  their  children  or  grandchildren,  the 
economics  of  a  reasonable  retirement  lifestyle  that  doesn't  involve  a  monthly  mort- 
gage payment  is  not  nearly  so  daunting  as  it  would  be  for  a  couple  or  individual 
with  only  social  security  and  income  from  relatively  modest  savings  and/or  pension. 

In  the  last  decade  U.S.  home  ownership  has  expanded  10  million  to  nearly  75  mil- 
lion, thanks  to  economic  circumstances,  and  home  ownership  programs  enacted  by 
Congress  and  promoted  by  the  Bush  and  Clinton  Administrations.  To  the  degree 
that  these  programs  have  contributed  to  the  expansion  of  home  ownership,  they  are 
almost  certainly  very  cost-effective  contributors  to  retirement  savings.  Home  financ- 
ing has  always  been  highly  leveraged.  A  home  that  costs  $100,000  and  appreciates 
a  modest  3%  per  year  provides  a  substantially  higher  return  relative  to  it's  frac- 
tional down  payment,  and  a  huge  return  on  that  down  payment  if  the  equity  is  al- 
lowed to  accumulate  over  the  life  of  its  ownership  (or  is  rolled  into  successor  pri- 
mary residences). 

As  appreciating  and  marketable  assets  (in  most  cases)  the  downside  risk  to  the 
government's  programs  that  stimulate  home  ownership  is  reduced  by  a  home's  un- 
derlying utility  and  likely  long  term  appreciation.  For  this  reason  we  believe  that 
expanded  home  ownership  incentives,  especially  for  those  at  the  margin  of  home  af- 
fordability  and  with  good  indicators  of  fiscal  responsibility,  should  be  a  significant 
component  of  a  comprehensive  tax  reform  package  that  has,  as  one  of  its  primary 
objectives,  the  growth  of  U.S.  retirement  savings.  Such  a  package  has  to  take  into 
account  existing  negative  incentives,  such  as  the  fact  that  some  low  income  home 
buyers  would  be  giving  up  subsidized  rent  if  they  became  homeowners 

Home  equity  as  a  savings  vehicle  has  several  additional  advantages.  Serious  ob- 
servers of  human  behavior  of  savings  patterns  have  noted  that  inertia  plays  a  sig- 
nificant role.  If  someone  participates  in  a  company  40  IK  program  they  are  likely 
to  stay  in,  and  if  they  don't  now  they  are  unlikely  to  participate  in  the  future.  To 
an  even  greater  degree  a  mortgage  is  a  forced  savings  plan  relative  to  the  growing 
home  equity  because  your  mortgage  lender  probably  won't  let  you  opt  out  of  future 
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payments.  In  addition  because  the  amount  of  the  equity  can't  easily  be  precisely 
measured  at  any  given  time,  and  accessing  that  equity  through  refinancing  requires 
time  and  effort,  there  is  a  good  chance  that  home  equity  will  be  left  in  place  and 
will  continue  to  grow. 

There  are  many  ways  to  increase  home  ownership  and  the  attendant  long  term 
savings  through  home  equity  growth.  They  include  the  expansion  of  many  existing 
programs  and  worthy  new  policy  proposals  such  as  home  ownership  tax  credits  and 
other  tax  incentives  to  encourage  the  use  of  existing  equity  for  the  purpose  of  home 
financing.  They  all  deserve  consideration.  The  criteria  against  which  all  proposals 
should  be  measured  are  cost  effectiveness  and  the  degree  to  which  they  create  home 
ownership  opportunities  for  those  who  otherwise  would  be  unable  to  afford  it. 

Of  course  home  ownership  is  not  the  only  way  to  increase  retirement  savings  (al- 
beit very  likely  one  the  most  cost-effective  under  the  right  circumstances).  President 
Bush's  personal  account  proposal  is  based  on  the  correct  historical  observation  that 
the  stock  market  outperforms  the  formula  that  drives  social  security  payments. 
Some  substantial  concerns  have  been  raised  about  other  aspects  of  the  proposal,  but 
many  critics  of  the  President's  proposal  would  not  object  to  the  personal  account 
concept  if  it  were  funded  as  a  separate  program  not  tied  to  the  existing  Social  Secu- 
rity program.  Budget  realities  largely  drive  the  need  to  integrate  personal  accounts 
into  the  existing  Social  Security  system.  If  revenue  could  be  found  to  fund  incentives 
for  personal  accounts  through  other  parts  of  the  tax  reform  process,  personal  ac- 
counts could  make  significant  contribution  to  peoples  retirement  savings,  even  if  it 
were  reduced  from  its  current  scope. 

President  Bush  has  expressed  his  willingness  to  be  flexible  on  his  personal  ac- 
count proposal,  and  given  that  flexibility  there  is  a  basis  for  a  bipartisan  approach 
that  could  include  other  concepts  to  stimulate  retirement  savings  as  part  of  a  broad 
tax  reform  package.  Some  other  worthy  proposals  include: 

•  Make  permanent  the  401k  improvements  enacted  in  2001  and  which  sunset  in 
2010.  We  suggest  that  the  concepts  in  the  Administration's  personal  savings  ac- 
count proposal  be  blended  with  an  enhanced,  means  tested  version  of  proposal 
to  expand  401k/IRA  or  other  retirement  saving  incentives. 

•  Make  40 IK  participation  automatic  rather  than  opt  in.  Savings  patterns  sug- 
gest that  once  people  participate  in  retirement  savings  programs  they  will  stay 
in.  The  lowest  participation  rates  (which  are  declining  overall)  are  among  low 
and  moderate  income  workers.  Consider  additional  incentives  for  employees 
(such  as  faster  vesting)  and  employers  (such  as  incentives  to  make  it  easier  and 
cost  effective  for  small  businesses  to  use  outside  plan  administrators). 

•  Make  the  tax  credit  for  IRAs  and  workplace  retirement  plans  permanent  (many 
of  the  benefits  expire  in  2006).  Increase  the  contribution  limits  and  make  the 
incentives  permanent. 

•  Expand  allowed  contributions  into  health  savings  account  IRAs,  and  allow  an- 
nual surpluses  to  be  rolled  into  retirement  years  when  healthcare  costs  will 
typically  rise. 

•  Allow  for  tax  deduction  of  private  mortgage  insurance  (PMI)  premiums  and  con- 
dominium fees  as  these  are  both  also  costs  of  home  ownership. 

•  Repeal  the  "new  homes  tax",  a  protectionist  tariff  which  adds  approximately 
$1,000  to  the  cost  of  a  new  home  through  the  taxation  of  Canadian  softwood 
lumber. 

•  Create  a  first  time  home  buyers  tax  credit  of  10%  of  the  home's  price, 
capped  at  $6,000  and  a  new  home  ownership  tax  credit  to  encourage  develop- 
ment and  rehabilitation  of  resident-owned  housing  for  those  of  affordable  to  low 
and  moderate  income. 

•  Provide  tax  credits  to  homeowners  and  builders  to  encourage  higher  standards 
of  energy  efficiency  in  new  home  construction  and  remodeling. 

•  Tax  the  proceeds  of  annuities  at  the  rate  of  dividends  rather  than  ordinary  in- 
come. 

The  cumulative  cost  of  all  of  these  proposals  would  be  substantial.  Given  federal 
budget  realities  some  of  these  suggestions  will  have  to  be  dropped  and  many  of 
those  that  survive  will  have  to  be  means-tested  to  focus  their  benefits  on  segments 
of  the  population  that  are  currently  unable  to  increase  their  savings  and  segments 
of  the  population  that  could  be  saving  more  but  do  not  feel  the  incentive  for  savings 
that  was  instilled  in  our  nation's  generations  who  experienced  the  Great  Depression. 

Restrictions  on  existing  tax  incentives,  including  some  that  benefit  homeowners, 
will  have  to  be  enacted  to  generate  additional  revenues  to  pay  for  new  incentives. 

What  benefits  will  have  to  be  trimmed?  To  generate  additional  revenue  the  cur- 
rent $250,000/500,000  capital  gains  exemption  on  home  sales  might  be  limited  to 
the  application  of  the  proceeds  to  worthy  purposes  (there  are  currently  no  restric- 
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tions  on  the  use  of  the  proceeds).  There  are  some  indications  that  there  is  an  unfor- 
tunate and  growing  trend  towards  tapping  real  estate  equity  for  the  purposes  that 
do  not  either  contribute  to  savings  or  other  worthy  uses.  While  there  are  many  pro- 
ductive ways  to  reinvest  real  estate  equity,  we  consider  the  use  of  tax-favored  real 
estate  equity  withdrawals  for  such  purposes  as  fancy  vacations  a  questionable  use 
of  this  favorable  tax  treatment.  Worthy  purposes  might  include  income  producing 
investments  upon  retirement,  home  remodeling  (since  it  contributes  to  equity),  the 
purchase  of  a  second  home  or  a  more  expensive  primary  residence  (same  rationale), 
education  (a  worthy  investment  in  the  minds  of  most),  and  other  similarly  meri- 
torious investments. 

This  same  philosophy  should  be  applied  to  all  other  tax  incentives.  To  the  extent 
that  they  contribute  to  individual  wealth  building,  competitiveness,  and  produc- 
tivity, they  should  be  retained.  Absent  evidence  that  they  are  making  a  contribution 
to  those  goals,  or  that  their  contribution  is  limited,  they  should  be  more  precisely 
targeted  to  achieve  their  intended  objectives,  cut  back,  or  eliminated. 

The  American  Homeowners  Grassroots  Alliance  is  a  national  consumer  advocacy 
organization  serving  the  nation's  75  million  homeowners.  AHGA  engages  in  policy 
issues  that  significantly  impact  homeowners  and  home  ownership. 
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